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Interest grows in Lifo for fixed assets 


as means of offsetting inflation 


by MAURICE E. PELOUBET 


Perhaps the major unsolved problem in tax-accounting is the failure of our 


present tax rules to permit depreciation deductions at anything like the current 


value of the assets being used up. Inflation plus taxation based on pre-inflation 


figures is robbing industry of the means to replace its assets as they wear out. The 


Lifo inventory method has for some years now substantially solved this problem 


for inventories. A new system, called “reinvestment depreciation” applies the Lifo 


principle to fixed assets. We asked Mr. Peloubet, long-time student of Lifo, to 


explain the new system. He does so here, quoting extensively Fred W. Peel, who 


testified on the subject before the Ways & Means Committee recently. 


oe rHE PAST TEN YEARS the decline in 
the value of the dollar has progressed 
and inflation has continued. The prob- 
lem is more serious now than it was ten 
years ago. With a continuing inflation- 
ary creep, which many qualified observ- 
ers believe is inevitable for some years, 
the problem will become more and more 
serious in the future. 

The “capital squeeze” gets tighter and 
tighter. The harried executive has a 
harder and harder time trying to plan 
a program of plant renewal—not expan- 
sion—just keeping what he has. Yester- 
day’s, or day-before-yesterday’s, or the 
last decade’s dollars can’t be used. They 
are gone and he is allowed only the same 
number of today’s less-valuable dollars 
to pay today’s prices for machinery and 
equipment to take the place of what has 
become obsolete or has worn out. 

Dan Throop Smith, Deputy to the 
Secretary of the Treasury, said in a re- 
cent talk before the New York Society 
of Security Analysts, “Only if the eco- 
nomic problem of assuring replacement 
of depreciable assets is sufficiently ser- 
ious should adjustments to historical 
costs be undertaken with the difficult 
alternative problems arising therefrom.” 


The situation seems sufficiently serious 
when the value of the dollar has been 
cut in half in twelve years and the de- 
cline in value is continuing. 

Depreciation is insufficient primarily 
because the Federal income tax laws and 
regulations, so far as depreciation is con- 
cerned, are based on the demonstrably 
false assumption that the value of the 
dollar is the same yesterday, today and 
forever. 

Users of long-lived property subject 
to depreciation are being penalized and 
discriminated against by the levy of Fed- 
eral income taxes at effective rates high- 
er than those authorized by law, result- 
ing, in some cases, in an effective tax of 
more than 100% of true, current, realiz- 
able income. 

These propositions need no_ proof. 
They are so apparent to the business- 
man and manufacturer that it is hardly 
necessary to state them. The practical 
question is what can be done to relieve 
or ameliorate the effects of insufficient 
depreciation. 

One remedy which can be ruled out 
as an immediate, practical solution is 
the revaluation of all depreciable prop- 
erty and the calculation of depreciation 


on such a base. It has much theoretical 
appeal and merit, but there is little prac- 
tical possibility of its adoption. 

Another remedy, a drastic and arbi- 
trary shortening of lives, was proposed 
by several witnesses at the hearings be- 
fore the Ways and Means Committee of 
the House of Representatives held in 
January and February, 1958. This has 
the practical merit of falling within the 
general scope of Federal tax policy to 
the extent that it does not require re- 
valuation and does not result in the re- 
covery of more dollars than were ex- 
pended. The somewhat arbitrary choices 
left to the taxpayer are not, however, in 
agreement with the general income tax 
policy of the Government. 

Another weakness of this recommen- 
dation is that it does very little for the 
taxpayer about to replace property, say, 
twenty or twenty-five years old. 

The third method, called by those ad- 
vocating it “reinvestment depreciation,” 
provides for a partial recognition of the 
deficiency in historical cost depreciation 
which will have the effect of making an 
allowance for current-value depreciation 
in arrears when property is retired and 
reinvestment is made. This method will 
the of the taxpayer 
money to make his reinvestment when 


leave in hands 
he must spend it but will not give him 
more total depreciation, or depreciation 
base, than he has now. 

This method agrees well with the pres- 
ent Federal No 
change is proposed in the method of 


income tax policy. 
arriving at useful or economic lives or 
in the treatment of salvage value. There 
is a great deal of room for improvement 
here, but legislation or administrative 
action on these questions, however im- 
portant and necessary, should not be 
confused with the present attempt to 
bring about some partial recognition of 
the declining value of the dollar. 

The method proposed will result in a 
depreciation allowance which will, at the 
time of the retirement of assets and the 
reinvestment of an equivalent amount 
in depreciable property, permit a de- 
duction of the depreciation, on a cur- 
rent basis, which should have been writ- 
ten off over the life of the property. 

This is similar in principle to the 
present provisions under which a home- 
owner who sells a house at a profit is 
relieved of any tax on his apparent gain 
if he reinvests the proceeds in another 
home. 

Fred W. Peel of the firm of Alvord 
and Alvord gave in his recent testimony 
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before the Ways and Means Committee 
a general description of the method: 

“Reinvestment depreciation is for all 
practical purposes “Liro as applied to 
long-lived properties. Liro has for the 
past two decades been recognized as 
sound business accounting for business 
enterprises with and the 
same principle is equally sound as ap- 
plied to capital equipment. 

“Industry is 


inventories 


continually spending 
for buildings, machinery and 
equipment. At the same time industry is 


continually selling, scrapping, or dispos- 


money 


ing of the same sort of property when it 
wears out or when it is no longer eco- 
nomical to operate it. Just as in the Liro 
the original 
investment to be 


method for inventories, 
(the main- 


tained) would be on the books of the 


property 
enterprise at its original cost. When 
such facilities are used up and replaced, 
if the taxpayer merely reinvests enough 
to “keep even,” the properties acquired 
would be put on the books at this orig- 
inal cost and the additional cost due to 
the decline in the value of the dollar 
would be charged off immediately. The 
effect is to allow depreciation sufficient 
for the taxpayer to maintain his invest- 
ment in real terms (not inflated dollars). 

“The additional cost in current dol- 
lars of reinvesting is simply the differ- 
ence between the original cost of the 
property disposed of and the equivalent 
number of dollars which would have to 
be reinvested today to buy the same 
amount of property, as determined by 
constructed or 
The 


steps in the reinvestment depreciation 


using a price index 


chosen by the Government. basic 
proposal are as follows: 

“1. To maintain the base investment, 
the deficiency in depreciation in terms 
of current dollars is made up (but only 
when the extent of the deficiency is 
known). 

“9. The measure of the extent of the 
deficiency is the difference between the 
cost of the original property and _ its 
dollars, deter- 


equivalent in current 


mined by applying the Government 
price index when the property is dis- 
pose d of. 

“3. The deficiency is made up only 
when the property represented by the 
original investment is disposed of and 
the equivalent in current dollars is spent 
for other property—or reinvested. 

“4. The basis for tax purposes of the 
newly-acquired property is its cost, minus 
the amount of the reinvestment depre- 
ciation allowance deducted—so that total 


depreciation deductions will never ex- 
ceed actual dollar cost. 

“In determining the amount of the 
reinvestment depreciation deduction the 
first step is to determine the cost, in 
terms of current dollars, of the assets 
sold or dismantled during the taxable 
year. To arrive at this figure the orig- 
inal, or historical, cost of such 
which were acquired in a given year in 


assets 


the past is increased or decreased by the 
percentage change in the appropriate 
price index between the year of acquisi- 
tion and the current year—the year in 
which the assets are sold or dismantled. 

“The aggregate of the costs of all of 
the assets sold or dismantled during the 
year, converted to current dollars, is the 
amount of reinvestment to which the 
taxpayer should be entitled without tax 
penalty. To the extent of the additions 
which the taxpayer has previously made 
to depreciation reserves with respect to 
the assets sold or dismantled during the 
year, the taxpayer has already received 
a deduction in computing taxable in- 
come. The amount which the taxpayer 
realizes as salvage through the sale of 
the assets is offset against the remaining 
tax basis in the assets. If the assets are 
disposed of for salvage in an amount less 
than 
they 


their remaining tax basis or if 
are dismantled while they still 
have tax basis remaining, the taxpayer 
is entitled to a deduction for a loss in 
this amount. However, the total of the 
foregoing three amounts will only equal 
the cost basis of the assets figured in 
terms of historical dollars in the years 
the assets were acquired. With rising 
costs this amount falls short of the total 
costs, in terms of current dollars, of the 
assets sold or dismantled. It is this de- 
ficiency which is the measure of the pro- 
posed reinvestment depreciation deduc- 
tion. 

“The reinvestment depreciation de- 
duction will be limited, however, to the 
amount by which actual reinvestment 
during the year exceeds the unadjusted 
or cost basis. In other words, in order 
for the taxpayer to obtain a reinvest- 
ment depreciation deduction, he must 
reinvest, in current dollars, an amount 
greater than the total of the dollar 
amounts already taken into account in 
computing taxable income with respect 
to the assets sold or dismantled—that is, 
the amounts previously added to depre- 
ciation the recovery on. sal- 
vage, and the loss on sale or dismantle- 


reserves, 


ment. For assets which were acquired in 
years before the reinvestment deprecia- 
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tion provision becomes operative for the 
taxpayer the unadjusted basis of the as- 
sets sold or dismantled, for purposes of 
this determination, will be their orig- 
inal historical dollar cost. For assets 
which are acquired after the reinvest- 
ment depreciation becomes 
operative with respect to the taxpayer, 
their basis for this computation will be 
their cost reduced by the reinvestment 
depreciation deduction attributable to 
their own acquisition. 


provision 


“The effect of limiting the reinvest- 
ment depreciation deduction to the 
amount by which actual reinvestment in 
the year exceeds the cost basis of the 
assets sold or dismantled is to guarantee 
that the amount of the deduction which 
will be allowed to compensate for the 
increased cost of reinvestment repre- 
sents actual reinvestment. 

“The assets to which the proposal ap- 
plies are tangible, physical assets. It will 
be limited to the assets which are sub- 
ject to an allowance for depreciation. 
To be eligible, assets must be either used 
in the taxpayer’s trade or business or 
used by him for the production of in- 
come. Inventory and items held for sale 
in the course of the taxpayer’s trade or 
business would not be eligible. 

“In order to take account of the fact 
that reinvestment may not exactly coin- 
cide with sale and dismantlement of old 
assets from year to year, the proposal 
provides for a two-year carry-forward of 
the unused, or “unreinvested,” deficien- 
cy between the original cost of the assets 
sold or dismantled during a year and the 
equivalent reinvestment cost in current 
dollars. 

“The following examples illustrate 
the operation of the reinvestment depre- 
ciation proposal. 

“Example 1. Suppose that in 1958 a 
taxpayer dismantles a machine pur- 
chased in 1938 for $50,000 and fully de- 
preciated since that time. Assume that 
the cost index shows an increase in costs 
of 130% from 1938 to 1958. The taxpay- 
er may elect to deduct in 1958, as a re- 
investment depreciation allowance, the 
cost of tangible, depreciable property 
purchased in 1958 to the extent that its 
cost exceeds $50,000 (the original, his- 


[Mr. Peloubet, a CPA, is senior partner 
of the accounting firm of Pogson, Pelou- 
bet & Co., New York. He is one of the 
profession’s best-known writers, has 
served the AICPA and other professional 
bodies in many capacities, and is one of 
the world’s leading authorities on Lifo.] 
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torical cost of the property dismantled 
during the year) but does not exceed 
$115,000 (230% x $50,000). The maxi- 
mum deduction taken to place the tax- 
payer on a current-cost basis in this ex- 
ample is $65,000, or the equivalent of 
the 130% cost increase. 

“Example 2. Suppose that, in Exam- 
ple 1, new investment is only $60,000 in 
1958, that 
amounting to $200,000 are made in 1959. 


but additional investments 
In this case the taxpayer will take rein- 
vestment depreciation deductions of 
$10,000 in 1958 and $55,000 in 1959, the 
total of $65,000 of 


two years being equal to the 130% price 


deductions for the 


index increase multiplied by the $50,000 
original cost.” 

A draft of a proposed amendment to 
the Internal Revenue Code, providing 
for the use of the reinvestment method 
of depreciation, was presented with this 
testimony. 

It is also proposed to help small busi- 
ness and to eliminate record-keeping by 
allowing any taxpayer using depreciable 
property an allowance of $50,000 if the 
allowance for reinvestment depreciation, 
as defined in the proposed legislation 
works out to a smaller amount. 

As a the of this 
method, a taxpayer who elects the rein- 


condition to use 
vestment depreciation method must in- 
clude, as ordinary income, any gain on 
disposal of depreciable property com- 
ing under the election. 

In order to be of practical value, rein- 
vestment depreciation must be author- 
ized by appropriate legislation. A radical 
approach, changing the whole structure 
and philosophy of Federal income tax- 
ation, would probably produce no result 
at the present time, nor would a pro- 
posal that would bring about a sharp 
and uncompensated drop in revenue. 

The proposed legislation keeps well 
within the general frame of reference of 
Federal philosophy. No 
changes in depreciation rates or lives are 
required and the fundamental concept 
of basis, that no more dollars are to be 


income tax 


recovered than were expended, is main- 
tained. The only difference is in the 
period in which deductions are allowed. 

Obviously, if basis is to be maintained 
as at present, there can be no long-run 
reduction in taxable income. The short- 
run reduction may be less than expected. 

It is estimated by responsible authori- 


ties that depreciation on a current-value 
basis would exceed present allowances 
by $3,500,000,000 to $4,000,000,000 per 
year. 


Statistical studies of five of the 
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country’s most industries, 
confirmed by studies of.a number of in- 
dividual taxpayers, indicate that the re- 
investment method might recover about 
half of the deficiency or something in 
the neighborhood of a $2,000,000,000 


reduction in taxable income. 


important 


In considering whether the budget 
can stand such a reduction, the first con- 
sideration is that it has sustained five- 
year amortization to the tune of almost 
$3,000,000,000 a year and that this will 
run out in the next year or two. 


Furthermore, the additional money 
spent for plant and equipment, which 
must be spent under the proposed plan 
for it to work to the taxpayer’s advan- 
tage, will stimulate the industries suffer- 
ing most in the recession, capital goods 
producers, and this will generate activity 
and income, the only real sources of 
revenue, throughout the economy. 

We have here a happy combination 
of justice to the taxpayer, advantage to 
the economy and no real or permanent 
loss of tax revenue. w 


Textile union asks denial of acquired loss 


carryover unless business is continued 


es TAX ADVICE for long-range plan- 
ning doesn’t always depend on a 
current assessment of the likely position 
of the IRS and the courts on doubtful 
matters of law. Sometimes the tax man 
must be aware of the pressures that may 
be brought on Congress for changes. 
The practitioner concerned with the 
technicalities of the corporate reorgan- 
ization must give some thought to the 
way the rules are influencing our econ- 
omy and who is hurt or helped by 
That the 
been going through a period of mergers 


them. textile industry has 
and has been suffering substantial losses 
(and that these two are not unrelated) 
has long been common knowledge. It 
may be news that the Textile Workers 
Union has been studying these phe- 
nomena and has urged Congress to make 
changes in the loss carryover rules to 
prevent what it sees as damage to its 
own members and to the industry. At 
the House Ways and Means Committee 
hearings in February, Solomon Barkin 
made an elaborate analysis of the law 
and its effect on the industry, and pro- 
posed considerable revision in the rules 
governing use of loss carryovers (Sec- 
tions 381 and 382). 

In explaining his view Mr. Barkin 
pointed out that “Section 381 of the 
Code permits the carryover of net ope- 
rating losses and certain other tax at- 
tributes by successor corporations in 
the case of specified tax-free reorganiza- 
tions and tax-free liquidations of a sub- 
sidiary. Section 382 is designed to limit 
the sale of corporate net operating loss 
carryovers as such, and to place appro- 
priate limitations on the use of loss 
carryovers by successor corporations. In 
practice, however, these limitations to 





date have not prevented the “trafficking 
in corporations with operating loss car- 
ryovers, the tax benefits of which are 
exploited by persons other than those 
who incurred the loss,” referred to by 
the Committee on Ways and Means in 
its Report on the Internal Revenue 
Code of 1954. (Report on HR 8300, p. 
42.) 

He quoted Business Week (January 
14, 1956): 
Again.” Citing the plethora of adver- 


“Tax-Loss Mergers Bloom 
tisements appearing in the Wall Street 


Journal and other financial publica- 


tions, inviting buyers and _ sellers of 
“loss corporations,” Business Week noted 
that “business is picking up again in 
the buying and selling of companies 
that 
year or so (after 
1954 Code), traffic 
fell off. The 


nouncements 


have tax-loss credits For a 
the adoption of the 
in tax-loss companies 
ads and the merger an- 
got Now, 


ever, corporate tax experts have had a 


sparser. how- 
good chance to analyze the revised rules 
and they're ready to go ahead again 
with mergers involving tax-loss situations 

Robert S. Holzman, professor of 
taxation at New York University’s busi- 
‘There 
many profitable companies seeking loss 


ness school, says: are just as 
situations today as there were before 
1954—probably more.’’ 

“The of the 
visions by persons intent on obtaining 
a tax advantage,” Mr. Barkin said, “has 
had particularly deleterious effects on 
the textile industry. The owners of cor- 
porations which had suffered losses from 
operations during the recent periods of 
depressed demand have been discour- 
aged from rehabilitating their busi- 


nesses. New interests have acquired con- 


abuse carryover pro- 
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trol of these corporations and have 
proceeded to liquidate part or all of the 
loss corporation’s assets. In spite of the 
fact that these persons had not suffered 
any losses, they have avoided taxes on 
their profitable businesses by applying 
the loss carryovers of the liquidated 
corporations against the profits of the 
successor corporation. 

“The wholesale exploitation of the 
loopholes in Sections 381 and 382 of the 
Code has accelerated the demise of the 
textile industry. Many millions of dol- 
lars in taxes have been avoided through 
the use of a variety of carryover de- 
vices. Such tax avoidance is clearly not 
in the public interest. It is essential 
that Sections 381 and 382 be 
to eliminate loopholes so that the intent 


revised 


of the Congress in enacting these pro- 
visions shall not be evaded. 

“Instead of preserving equity among 
taxpayers, removing impediments to 
risk-taking and increasing the counter- 
cyclical effects of taxes, the application 
of Sections 381 and 382 of the 


has created windfall tax gains for cer- 


Code 


tain taxpayers, discouraged enterprises 
from making investments necessary for 
their survival, and encouraged the li- 
quidation of This 


perversion of the purposes of the loss 


existing business. 


carryover provision has caused severe 
distress among the thousands of workers 
who have lost their jobs as a result of 
plant liquidations. In the textile indus- 
try, which has been suffering from the 
impact of several major factors tending 
to depress the economy of the industry, 
the use of Section 381 of the Code as 
an additional spur to mill liquidations 
has aggravated the industry's problems 
of adjustment and accelerated its demise. 
Instead of serving to stimulate construc- 
tive efforts to rehabilitate the industry, 
loss carryovers have been made use of 
by financial manipulators to the detri- 
ment of the industry and the public 


interest.” 


Impact of Section 381 


Mr. Barkin pointed out that “the 
adoption of Section 381 of the Internal 
Revenue Code of 1954 injected a new 
and disturbing element into this situ- 
ation. The owners of corporations which 
had suffered substantial found 
that they owned a valuable asset in 


losses 


their corporate tax-loss position. People 
who were operating a profitable enter- 
prise were anxious to acquire the loss 
corporation’s “‘tax shoes” so they could 
reduce their tax liability. Lured by the 


blandishments of attractive offers of 
tax-free exchanges. of stock, complete 
with the advantages of obtaining stock 
in a listed corporation in place of se- 
curities of a closed corporation, many 
could not resist the opportunity of 
selling out. Why continue the competi- 
tive struggle with its demands for new 
investments for modernization when 
selling out yields a handsome and quick 
return? 

“In many cases the interests which 
acquired these loss corporations had no 
interest in continuing the operation of 
the company’s facilities. Once the right 
to the loss carryover was achieved, the 
acquired plant or plants were liquidated. 
Frequently the funds yielded by textile 
mill liquidations were used by the new 
owners to non-textile 
panies. Thus the resources of this de- 


buy up com- 
pressed industry were diverted from the 
much-needed task of rebuilding it 

“Information on the effects of the 
use of the carryover device is neces- 
sarily limited. Many of the deals are 
made between closely held corporations 
and details are not divulged. Informa- 
tion made available by public corpora- 
tions is also limited. Nevertheless, suffi- 
cient information has been made public 
to yield a clear picture of some of the 
patterns which have developed in the 
exploitation of this tax loophole in the 
textile industry.” 


Defects in purchase rule 


Turning to the Code provisions that 
permit these results, Mr. Barkin criti- 
cized the looseness of the “purchase” 
rule of Section 382(a). That subsection 
denies a corporation the carryover of 
net operating losses from prior years 
if the 
corporation as of the end of the year 


10 largest shareholders of the 
have increased by 50 or more percentage 
points their ownership of the market 
value of the stock within a two-year 
period and the corporation does not 
continue to carry on substantially the 
same business. As to that subsection, Mr. 
Barkin said: 

“Section 382(a) defines purchase so 
narrowly that it does not apply to 
effective control 
is purchased. Before disallowance of the 
carryover is imposed, paragraph (1)(A) 
of this section requires that any one or 


many cases in which 


more of the 10 persons who own the 
greatest percentage of the fair market 
value of a corporation’s stock at the 


end of the taxable year must have in- 
creased their holdings by at least 50 
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percentage points over their holdings 
at the beginning of the taxable year or 
the beginning of the prior taxable year. 
This means that, if such persons in- 
creased their holdings from 10% of the 
total to 50% (an increase of 40 per- 
centage points), the limitation of Section 
382(a) would not apply. Obviously, 
ownership of 50% of a corporation's 
this is the 
measure of control recognized in Section 


stock represents control; 


269 of the Code, relating to the acquisi- 
tion of control of a corporation to 
evade or avoid income tax. 

“The period of time during which a 
change in the trade or business (after 
the purchase of a corporation) would 
result in the disallowance of a loss 
carryover under Section 382(a) is inade- 
quate. The limitation of Section 382(a) 
to cases in which stock ownership has 
changed since the beginning of the cur- 
rent taxable year or the beginning of 
the prior year means that the old busi- 
ness need often be continued for only 
a little more than a year. For example, 
assuming that a corporation’s taxable 
year is the calendar year, if its stock 
changes hands in December 1956, then 
the business carried on by the corpora- 
that 
only until January 


need be continued 
1958. In 
cases this period may be even further 


tion at time 


special 


reduced. For example, if the stock of 
the loss corporation had been owned 
prior to its sale by another corporation 
with had 
been filed on a calendar-year basis, the 


which consolidated returns 
period from the beginning of the calen- 
dar year to the date when the sale of 
stock broke the affiliation would be a 
period for which a return should be 
filed and, therefore, a taxable year with- 
in the definition in Section 441(b) of 
the Code. The period from the date of 
sale to the end of the calendar year 
might be a separate return period and 
also, by definition, a taxable year. If the 
sale took place on November 30, 1957, 
and the loss business was terminated 
on January 2, 1958, it might be argued 
that there had been no change in stock 
ownership since the beginning of the 
taxable year 1958 or the beginning of 
the prior taxable year on December 1, 
1957, and that Section 382(a) accordingly 
had no application. 

“If a change in the nature of a busi- 
ness occurs within the specified period 
after a corporation’s purchase, the loss 
carryover is denied under Section 382(a) 
for the year in which the change in 
however, any net 


business occurred; 








= © 4 het ok 


~ 








262 ¢ The Journal of Taxation 
operating loss deductions made in prior 
years are not affected. This means that 
a corporation can purchase a loss cor- 
poration, offset the entire amount of 
the carryover against profits in the first 
taxable year or two, and then terminate 
the business of the former loss corpora- 
tion without penalty.” 


Defects in reorganization rule 


Subsection 382(b) serves to reduce the 
loss carryover of a corporation if its 
shareholders wind up with less than a 
20% interest in the combined entity; 
it requires a pro tanto reduction of the 
carryover to the extent that the share- 
holders’ interests fall below this 20% 
mark, the carryover being reduced 5% 
for each 1% it falls below 20%, so that, 
if the shareholders of the loss corpora- 
19% of the stock of the 
combined company, the carryover is re- 


tion have 
duced 5%. 

Mr. Barkin criticizes Subsection 382(b) 
for there 
business 


main is no re- 


that 


two reasons: 


quirement the be con- 
tinued if the loss is to be used; further, 
the exclusion of the liquidation of a 
subsidiary permits the purchaser to ac- 
quire the loss corporation as a sub- 
sidiary and then liquidate it and use 


its losses without limitation. 


As we reported to you here last 
March (8 JTAX 146), the Advisory 
Group of Practitioners to the Mills 


Subcommittee raised this question of 
using liquidation-of-subsidiary route as 
a means of avoiding the limitations on 
loss carryover. They said, “Can tax- 
payers avoid both subsections of Section 
382 by acquiring the stock of the loss 
company in a Section 368(a)(1)(B) [stock 
for stock.—Ed.| reorganization and then 
liquidating the company under Section 
$22, of the assets 
directly in a Section 368(a)(1)(C) [stock 
for 


where acquisition 
assets.—Ed.] reorganization would 
bring Section 382(b) into play? Can the 
shareholders of the acquiring company 
purchase the stock of the loss company 
and then merge it into the acquiring 
company relying on the common-owner- 
ship provisions of Section 382(b)(3) to 
escape the limitations of the section? It 
is very clear that present 
created a very difficult situation for the 
Service.” 


law has 
Chat Group considered recom- 
mending a rule similar to that underly- 
ing the recent Lisbon Shops decision 
that carryovers 


can be applied only 


against income from the business which 
suffered the loss, but finally decided to 
recommend limiting loss carryovers of 
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acquired companies to 50% of the price 
paid for them. 

Mr. Barkin makes 
mendation, for such a recommendation 
He 
would require that the business be con- 
tinued after a reorganization. He said: 

“Under Section 382(b), relating to the 
limitations where 
changes in ownership are the result of 


no such recom- 


involves no fundamental change. 


on loss carryovers 
a reorganization, there is no require- 
ment that the successor corporation con- 
tinue to the same trade or 


buisness. This omission creates a 


carry on 
most 
significant loophole since it permits per- 
sons desiring to obtain tax loss carry- 
overs to do so without régard to the 
disposition of the business of the ac- 
quired loss corporation.” 

In addition, he would treat a stock- 
for-stock reorganization like a purchase. 
As to this, he said: 

“In listing the types of reorganiza- 
tions which are subject to the limitations 
of Section 382(b), the statute omits trans- 
fers which are the result of exchanges 
of stock for stock [Section 368(a)(1)(B)]. 
This means that the owners of the loss 
corporation involved in this type of re- 
20% 


interest in the successor corporation in 


organization need not obtain a 
order for the latter to use the carryover. 
The successor corporation can achieve 
this end either by transferring income- 
producing assets to the loss corporation 
or by liquidating it so that the carry- 
over would go to the parent company. 
In the latter case, the transaction should 
be treated in the same manner as a 
purchase of stock and be made subject 
to Section 382(a). 

“While the Senate Finance Commit- 
tee’s report on HR 8300 states that ‘the 
20% (continuity of interest) requirement 
[in Section 382(b)] cannot be watered 
down by inserting one or more corporate 
entities between the corporation with 
the loss and the corporation deducting 
the loss,’ it is silent on the possibility 
of watering down the 20% requirement 
through other devices. For example, in 
a reorganization in which substantially 
all the assets of a loss corporation are 
acquired by a subsidiary (which can be 
newly created) of a profitable corpora- 
tion in exchange for the latter’s stock, 
the continuing interest of the loss cor- 
poration’s stockholders can be watered 
down as long as they receive stock in 
the parent company 
of the fair 
sidiary. The parent 


of a value of 20% 
value of the sub- 
company can then 
corporation’s carry- 


market 


make use of the loss 


over by transferring income-producing 
assets to the subsidiary which had ac. 
quired the loss corporation’s assets.” 


Section 269 no bar 


Mr. Barkin, like most of those who 
have studied the problem, places little 
reliance on Section 269 (Section 129 of 
the 1939 Code). The old section was 
widely regarded as impotent in view of 
the Treasury’s failure to win a single 
it. And the 1954 
(a presumption that the purpose of an 


case under addition 
acquisition is avoidance if the price of 
the stock is low in relation to the tax 
basis of its assets and its tax benefits) 
is complicated and untested. Further- 
more, there is the remark of the Com- 
mittee Report on this section that it is 
not applicable if 382(b) applies. Does 
this mean that giving the old _ stock- 
holders only 19% and accepting a 5% 
cut in the carryover will make Section 269 
Mr. Barkin concluded that 
“the only effective remedy for the wide- 


ineffective? 


spread abuse of the carryover provisions 
is to close the loopholes in Sections 381 
and 382. This can be accomplished by 
denying use of the carryover in the case 
of a change in ownership of a corpora- 
tion if a business is terminated at any 
time during the three years subsequent 
to the date of the change. This rule 
should be applied whether the change 
in ownership is a result of a purchase 
of the corporation’s stock or a reor- 
ganization. This would put an end to 
the exploitation of tax benefits by per- 
sons other than those who incurred the 
loss through trafficking in corporations 
with loss carryovers.” 


Criticizes Mills Group 50% proposal 

Ad- 
visory Group on Subchapter C of the 
Internal Revenue Code of 
limit the available carryover of an ac- 


“The remedy proposed by the 
1954 would 


quired business to 50% of the con- 
sideration paid for that business and 
would delete the requirement for con- 
tinuation of a business from Section 
382(a)(1)(C), substituting a provision in 
Section 269 making it a presumption 
that an acquisition is for a purpose 


the 


business of the acquired corporation is 


condemned under that section if 
discontinued. 

“Unfortunately, this remedy appears 
to create more problems than it solves. 
The proposed limitation of carryovers 
to 50% of the consideration paid for a 
business is at best arbitrary. At worst, 
it could operate capriciously in per- 
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the full 
benefit of carryovers in spite of the tax 
avoidance motive involved in an acqui- 


mitting. certain corporations 


sition while preventing other corpora- 
tions from utilizing their full carryover 
rights where no abuse is involved. The 
relationship between carryover and the 
amount paid for a loss corporation is 
the A. loss 
corporation with relatively substantial 
net assets might well be acquired by 
another corporation at a price several 


not crucial consideration. 


times the amount of its carryover (thus 
assuring allowance of the full carryover) 
yet subsequent events 


the 


might clearly 
of the 


crucial question is 


abusive character 


The 


whether the business formerly conducted 


establish 


transaction. 


by the loss corporation is continued by 
the 
liquidation of such businesses that has 


the acquiring corporation. It is 


constituted the gross abuse of the carry- 
with its 
affected workers 


over provisions, dire 


the 


conse- 


quences for and 
communities. 

‘The Advisory Group recognizes that 
‘the proposed mathematical tests would 
not reach such cases (acquisition of a 


“shell” corporation or a going business 


with no idea of continuing it).’ How- 
ever, the protection which the Advisory 
Group suggests against this type of 


abuse is actually weaker than the present 
provision. Under Section 382(a)(1)(C) a 
purchased corporation which has not 
continued the trade or business con- 
ducted before its purchase automatically 
loses its carryover. The Advisory Group 
would delete this objective rule and 
substitute for it a general proposition 
that the discontinuance of the corpora- 
tion’s trade business shall be 


or con- 


sidered ‘a presumption that (the) ac- 
the 
condemned by section 269.’ 
‘We 
ineffectiveness of Section 


quisition is for one of purposes 


the 
bar 


have commented above on 
269 
to abuse. The addition of the presump- 
(c) the 1954 
revision of the code has not materially 
the 


as a 


tion in sub-section in 


Section 
269. The addition of another presump- 


enhanced effectiveness of 
tion can hardly accomplish the stated 
purpose of the Advisory Group. Indeed, 
the Group’s report admits that the pro- 
posed addition ‘is cast in general terms 
which are uncertain in application to 


” 


specific cases.’ 


Conclusion 


“The the 
need to restrict the carryover of losses 


Congress has recognized 


in accordance with economic realities 


rather than such artificialities as the 
legal form of a reorganization. It has 
sought to insure that the benefit of the 
carryover shall not be exploited by per- 
sons other than those who incurred the 
loss. However, the limitations provided 
in Section 382 of the Internal Revenue 
Code of 1954 have proved to be too 
loose to accomplish its purpose.” 

Mr. Barkin produced for the Com- 
mittee a number of case histories of 


acquisitions of textile companies by 


Tax Foundation sees 


business in cor porate 


E ARE sO accustomed nowadays to 
high corporate income taxes and 
the huge amounts of revenue raised by 
them that it is hard to realize they are 
a World War II and postwar phenome- 


non. If that seems incredible, take a 
look at the adjoining chart. 
The chart is taken from a recent 


study by the Tax Foundation on “Re- 
examining the Federal Corporation In- 
come Tax.” The report concedes that 
reducing this tax will necessitate major 
changes in Government finance. “The 
immediate justifications for the corpora- 
tion the 
pragmatic ones that it produces a large 
revenue, the tax 
system, and is relatively easy to ad- 


income tax,” it says, “are 


serves to diversify 
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others, showing the tax benefit flowing 
to the purchasing company as a result 
of the acquisition. These will be pub- 
lished in the proceedings of the Ways 
& Means Committee hearings, which 
should be available soon from the Gov- 
ernment Printing Office. These case his- 
tories, together with excerpts from an- 
nual reports of purchasing companies, 
should make useful reading for practi- 
tioners concerned with operation of tax 
loss carryovers. ve 


little aid for small 
tax cut 


minister. Business is taxed because gov- 


ernment needs revenue, experience 


shows business can pay taxes, and it 
appears expedient to tax business. For 
the last six fiscal years the corporation 
tax has produced an average of more 
than $20 billion, or nearly one third of 
total budget receipts. The Bureau of 
Internal Revenue made a comparison 
of costs of collection for the fiscal year 
of 1947, found that while the 
corporation tax accounted for 25% of 
total tax collections it required only 
10% 
collection.” 

As_ the the study 
points out, its purpose is to examine 


and 


of the man-hours employed in 
introduction 


to 


“the major issues involved in recent 
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Source: Treasury Department. 





FEDERAL CORPORATION INCOME TAX RATES* 
Calendar Years 1913-1956 





a. General rate of normal tax plus surtax. Excludes excess profits taxes. 
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proposals for modification of the cor- 
porate rate structure, and consider the 
whether substantial 


question of any 


modification is called for in the struc- 
ture of this tax.” 

The study concludes that “a progres- 
sive corporation income tax would not 
improve the equity of the tax system. 
To the extent that the burden of such 
a tax falls on stockholders, it would hit 
heavily the growing number of stock- 
holders in the middle and lower income 
groups who own stock in large corpora- 
tions. To the extent that the burden of 
such a tax is shifted forward to con- 
sumers, a progressive corporation tax 
would, paradoxically, be a regressive tax 
—it would fall more heavily on middle 
and lower income groups than do pres- 
ent Federal excise taxes. 

“Thus a progressive corporation in- 
come tax cannot be justified on the 
for 


size of 


principle of ability to pay, its 


the 
the incomes of the individuals concerned. 


burden is not related to 
“Even if the corporation tax is re- 
garded as an excise or special benefits 
tax on corporations as such, no _ basis 
for progression can be found. The bene- 
fits of government services to corpora- 
tions are not related to a corporation's 
net income—profitless corporations also 
receive these benefits. 
- The question is considered of 


modifying the corporation tax as a 


means of relieving the tax burdens of 


shown that the 


business. It is 


small 





Capital gain on royalty contract received 
in liquidation. Taxpayer liquidated a 


wholly owned company, taking over all 


of its assets. One of the assets was a 
contract with another corporation where- 
by the latter, in consideration for the 


transfer of certain patents, promised to 
pay patent royalties based upon _ its 
future sales. The court finds the promise 
to pay too uncertain and speculative to 
permit a valuation at the time of liqui- 
dation. Accordingly taxpayer is not re- 
quired to include any value for the con- 
tract in determining his gain on liquida- 
tion. All royalties received by him in- 
dividually after the liquidation are held 
to be taxable as capital gain. The Com- 
missioner’s contention that part of the 


payments was received for a covenant 


not to compete and was, therefore, tax- 


nting decisions this month — 
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present surtax exemption serves to miti- 
gate the burden of the present tax on 
small corporations. It is also shown that 
further relief from the burden of the 
corporation tax would do little to meet 
the difficulties of small business in gen- 
eral. The vast majority of small busi- 
nesses are not incorporated, and their 
problems are not primarily due to high 
taxes. It is not evident that special tax 
relief is an appropriate means for deal- 
ing with the peculiar difficulties of small 
business. 
“Nevertheless, it is evident that the 
30%, the only part 
which about four-fifths 
of taxable corporations are subject, is 
relatively high. It is a Korean War rate, 
the reduction of which has been post- 


normal tax rate of 
of the tax to 


poned for four successive years. 
“Tt 
tial tax revision and reduction become 


is concluded that when substan- 
possible, the change most needed in 
the corporation income tax is a reduc- 
tion in the normal tax rate. A reduction 
in the rate would be of 
more importance to the economy than 


normal tax 
any modification of the tax for special 
purposes. It would be relatively favor- 
able to small corporations; it would 
reduce the marginal rate on additional 
income for growing concerns; it would 
add to the sources of funds for invest- 
ment; it would lower the total tax rate 
on all corporations and so mitigate the 
distorting effects of the present rate on 
business decisions.” ve 


able as ordinary income is overruled. 
Hoy, TCM 1958-28. 


Pennroad has ordinary income on sales 
of its extensive Baltimore property. ‘Tax- 
payer corporation had been organized 
in 1828 to hold and develop extensive 
land acreage in and around Baltimore. 
From the beginning it regularly and 
continuously engaged in developing por- 
tions of its property and in selling other 
portions. It held itself out as having real 
estate for sale both 


for industrial and 


residential purposes and planned and 
conducted its activities toward making 
the parcels more attractive to prospective 
purchasers. The court holds the sales of 
real estate by taxpayer were not those 
of a passive investor, but were an in- 
tegral part of its business and were made 


to customers in 
thereof. Accordingly, gains on the sales 


the ordinary course 


were taxable as ordinary income. Vari- 
ous parcels which had been rented at 
nominal rentals at the time of sale were 
not shown to have been property used 
in a trade or business, but were 
sidered as held primarily for sale to 
similar 
reached reference to 
originally held for a proposed right of 
way for a related railroad corporation, 


con- 


customers. A conclusion was 


with property 


since the railroad extension plans had 
been abandoned back in 1925. Pennroad 
Corp., 29 TC No. 98. 


Ordinary income on sale of subdivided 
farm. From 1946 to 1953 taxpayer sold 
40 parcels of land from acreage which 
had been used as a farm and nursery. 
During that same period she had im- 
proved the land by installing streets, a 
sewerage system, water mains, and gas 
and All 
handled through her attorney without 
any advertising and without employment 


electric utilities. sales were 


of brokers. The court finds the lots were 
held primarily for sale to customers and 
holds taxpayer received ordinary income 
from the sales, rather than capital gain. 
Est. of Nieman, TCM 1958-24. 


Dealer in real estate fails to prove 
lots sold were held as investments. Gain 
realized by a dealer in real estate from 
the sale of 41 residential lots in the years 
1948-1951 
capital gain. The court, although recog- 
hold 
finds 


was reported as long-term 
some 
that 
there was no attempt by taxpayer to 


nizing that a dealer may 


properties for investment, 


segregate his investment property from 
the 
ordinary income having resulted from 


the rest, and holds entire gain 
the sale of property in the ordinary 
course of business. Culley, 29 TC No. 


gS 


Ordinary income on sale of rental units 
in defense-housing project. The Com- 
missioner determined that defense-hous- 
ing units sold by taxpayer were held 
primarily for sale to customers in the 
ordinary course of a trade or business 
and that the sales resulted in ordinary 
income rather than capital gain. Tax- 
payer challenged the determination; he 
claimed that he was in the business of 
renting defense housing and that the 
sales constituted not a business but a 
liquidation of his investment. After con- 
sidering taxpayer’s selling activities and 
the volume of sales, the Tax Court held 
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that taxpayer was simultaneously en- 
gaged in the dual business operations of 
sales and rentals of housing units. This 
court afhrms. Monday, CA-6, 2/20/58. 

Inventor retained substantial rights; 
transfer was a license, not a sale. Tax- 
payer-inventor transferred his patents to 
a corporation created by his employer, 
receiving a 20% stock interest and the 


right to royalty payments. However, he 
retained several important rights, the 
most critical of which was the right to 
license any subsequent employer if he 
left this employer. The district court 
held that taxpayer retained such sub- 
stantial rights that the transfer was a 
license, not a sale, and that the payments 
he received are ordinary income. This 
court affirms. Watkins, CA-2, 2/26/58. 


Election to expense research covers all 
expenses. The IRS rules that a taxpayer 
who has elected to expense research and 
experimental costs must use that method 
for all such expenses. It is not allowed 
to amortize any or to write them off on 
abandonment of the project. Taxpayers 
who have elected the expense method 
but have not deducted all expenses must 
file claim for refund to get the benefit 
of them; if they attempt amortization or 
claim an abandonment loss, it will be 
denied. Rev. Rul. 58-74. 


Corporation not taxable on “kickbacks” 
paid to its purchasing agent until re- 
covered. Amounts received by a corpo- 
rate purchasing agent as “kickbacks” 
from the suppliers are held to have been 
received by the agent individually under 
a claim of right, and were not ac- 
cruable income to the corporation in 
which the agent was also a minority 
stockholder and nominal president. The 
fact that, in a state court proceeding, it 
was decided long after the taxable year 
that the “kickbacks” belonged to the 
corporation did not establish any rights 
in the corporation prior to the litiga- 
tion so as to require it to accrue the 
income in the earlier taxable year. All 
Americas Trading Corp., 29 TC No. 97. 


Can deduct increase in state taxes for 
noncontested IRS changes |Non-acquies- 
cence|. Taxpayer, an accrual basis corpo- 
ration, did not contest Federal income 
tax deficiency arising out of certain 
items. It did claim additional New York 
State franchise tax on the ground that 
the state would disallow the items also. 


rhe Commissioner argued the deduc- 


tion was not allowable in the year the 
transactions occurred. The Tax Court 
agrees with taxpayer that such deduction 
is allowable for the year to which the 
adjustments are made; taxpayer need 
not await assessment or payment of the 
tax. Chesbro, 21 TC 123, Non-Acq. IRS 
1958-7. 


DEDUCTIBILITY 


Bookmaker’s expenses deductible. ‘Vax- 
payer was a bookmaker, an illegal enter- 
prise under Illinois law. The payment 
of wages and rent for such a business is 
also criminal under Illinois law. Accord- 
ingly, the Commissioner disallowed tax- 
payers’ expenses for wages and rent as 
being in violation of state policy. The 
Supreme Court affirms the Seventh Cir- 
cuit in allowing the deductions. To dis- 
allow these expenses would virtually tax 
this business on its gross receipts, while 
the general intent of Congress is to tax 
only net income. The Court also notes 
that the Federal gambling tax is an 
allowable deduction, showing a recogni- 
tion of gambling as a business for tax 
purposes. [It is disappointing to tax 
practitioners that the Supreme Court did 
not take the opportunity to resolve the 
conflict as to whether the Tax Court has 
to follow the case law in the circuit to 
which the case would be appealed. The 
Seventh Circuit in this case criticized 
the Tax Court for not following the 
Seventh Circuit's prior opinion in Doyle, 
231 F.2d 635. See 8 JTAX 228.—Ed.] 
Sullivan, Sup. Ct., 3/17/58 


Mutual-ditch assessment for capital im- 
provements not deductible [Certiorari 
denied). Taxpayer-farmers receive theit 
water from certain non-profit mutual- 
ditch companies. They claimed as busi- 
ness expense deductions the assessments 
paid to these companies. The Commis- 
sioner contended that in view of the use 
to which these payments were put, e.g., 
retirement of bonds and purchase of 
capital items, they must be treated as 
capital. The Tenth Circuit held the pay- 
ments went to expand the water distribu- 
tion system and thus were capital in 
nature. Akin, cert. den., 3/3/58. 


Truckers’ overweight fines are not de- 
ductible. Taxpayers are engaged in the 
trucking business and seek to deduct 
fines incurred for violating state weight- 
limit statutes as an ordinary and neces- 
sary business expense. Some of the fines 
were intentionally incurred because of 
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the high cost of compliance; other fines 
were innocently incurred due to tem- 
perature expansion of the cargo, shift- 
ing of the cargo and incorrect manifests. 
Affirming the courts of appeal, the 
Supreme Court holds the fines non-de- 
ductible. To allow the deductions would 
frustrate state policy “by increasing the 
odds in favor of non-compliance.” The 
record does not show that the uninten- 
tional violations were unavoidable and 
hence the fines were not a “necessary” 
business expense. However, even if the 
fines were incurred despite the exercise 
of due care, they would not be deduct- 
ible because of the frustration of state 
policy. In Rossman, 175 F.2d 711, the 
Statute imposing the fines distinguished 
between wilfull and innocent violations; 
this is not the case here. Tank Truck 
Rentals, Inc.; Hoover Motor Express 
Co., Sup. Ct., 3/17/58. 


Stockholder must capitalize his legal ex- 
pense in derivative action. Taxpayer in- 
curred legal expenses in a stockholder’s 
derivative action against directors of a 
corporation. This court affirms the Tax 
Court holding that the expenses must be 
capitalized as part of the basis of the 
stock. The action benefited the corpora- 
tion and other stockholders, and the fees 
were really an expense of the corpora- 
tion. In paying them, taxpayer made a 
contribution to capital. Steckel, CA-6, 
2/24/58. 


Can’t deduct legal fee in divorce though 
income property was disputed. When 
taxpayer and his wife were divorced 
there was a dispute over whether cer- 
tain income-producing properties were 
community or separate. In settling this 
matter, taxpayer spent $17,000 in legal 
fees. The court holds taxpayer cannot 
deduct these fees; they were incurred in 
defense of title and must be treated as 
capital. Harris, DC Cal., 1/6/58. 

Deduction allowed though underpay- 
ment was not discovered until later year. 
Taxpayers had been partners in a 
farming business. They distributed the 
farms to their controlled corporations 
and the partnership thereafter handled 
only the marketing functions, buying 
the crops from the corporation at the 
going market price. The bookkeeper for 
the partnership included the pretransfer 
cost of growing these crops as a partner- 
ship deduction. However, he also sub- 
tracted these costs from other expense 


payments due the corporations and, ap- 
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parently, (the facts are not too clear) 
claimed for these latter expenses only 
the net paid. Three years later the erron- 
eous charge to the corporations was dis- 
covered and the partnership made the 
additional payment to them and claims 
refund arising from putting this addi- 
the 
year of transfer. The court allows it. [It 


tional payment as a deduction of 
is hard to see why this case came to liti- 
gation; there seems to be no tax issue 


at all, all 
about the effect on taxable income of the 


merely confusion on sides 
somewhat complicated bookkeeping.— 


g 
Ed.| Peters, DC Calif., 1/29/58. 


Cost of filling and grading lot deduct- 
ible as repair. An expenditure by tax- 
payer for filling in and grading a vacant 
lot whose drainage had been blocked 
by neighboring construction, in order to 
prevent water from seeping into tax- 
payer’s storage facilities on a contiguous 
lot, is held to be deductible as a repair 
expense. The work was done, not to con- 
vert the lot to a new use, but to restore 
it to its former ordinarily efficient operat- 
ing condition. Southern Ford Tractor 
Corp., 29 TC No. 90. 


Death benefit payments to stockholder- 
employees not deductible as compensa- 
tion. Taxpayer's stock was owned by 
some of its employees and pensioners. 
One of the restrictions on the stock was 
that, 


stockholder, his 


estate was required to offer the stock to 


upon death of a 
taxpayer at its par value of $20, which 
was considerably below the true value. 
The taxpayer adopted a plan of paying 
special death benefits to the estate or 
beneficiaries of the stockholders equal to 
the dividends over a five-year period that 
would otherwise have been payable on 
the stock surrendered 


the stock- 


holder’s death. The plan was discretion- 


after 


ary with taxpayer and in at least four 
instances the special benefit was not 
deducted such 
The 


payments were made to mitigate the 


paid. It payments as 


compensation. court finds these 


hardships to an estate caused by the 
sale of the stock at a price less than its 
true value. Since there was nothing 
in the record to show that the employees 
who were also stockholders, and who 
were the only ones entitled to the death 
benefits, rendered any special services 
justifying financial recognition that dis- 
criminated against other employees, the 
court concludes that the payments were 
made in respect of the stock and not in 


respect of services rendered, and could 
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not therefore be deducted as compensa- 
tion. Graybar Electric Co., Inc., 29 TC 
No. 89. 


Building demolition held expense, not 
capital investment |Acquiescence]. ‘The 
Tax Court found that taxpayer pur- 
chased building without an intent to 
demolish. It alter 
ordered to do so by the fire department. 


demolished only 
The cost of the demolition is a deduc- 
tion, not a capital investment. Chesbro, 
21 TC 123, Acq. IRB 1958-7. 


Payments to utilities for construction 
are a cost of development despite pos- 
sibility of recoupment [Acquiescence}. 
Taxpayer-corporation paid to a water 
company the cost of constructing mains 
new . development. The 
corporation would receive a portion of 


to supply a 


billings in the development by the util- 
ity for ten years. The court holds that, 
despite this possibility of recoupment, 
the construction payments are part of 
the cost of the development. They were 
and treating 
them as such would properly reflect in- 
come. Gersten, 28 TC 756, acq. IRB 
1958-7. . Similarly Colony, Inc. 26 
IC 30, Acq., IRB 1958-7. 


unconditional payments 


WHAT IS INCOME 


Contestant answers two questions and 
tax-free jackpot 
cence|. Ray Campeau answered his tele- 


wins [Non-Acquies- 
phone on the evening of 11/20/49. It 
was “Hollywood Calling—Film of For- 
tune,” a radio and TV giveaway pro- 
gram. Ray was asked two questions which 
he answered correctly and for which he 
received cash and merchandise valued at 
$12,300. The 
nontaxable gifts. Ray did not perform 


awards were held to be 
any services; he merely satisfied a condi- 
tion to a gift. [1954 Code now defines 
gross income to include prizes and 
awards—Ed.] Campeau, 24 TC 370, non- 
acq. IRB 1958-3. 

Compensation stock had value despite 


no-sale restriction. For his services in 
facilitating a public offering of stock in 
Servomechanisms, Inc., taxpayer received 
some 8,000 shares on his assurance (re- 
quired to meet S.E.C. standards) that 
he would hold them as an investment. 
Because of the speculative nature of the 
stock this on sale, he 
argued that the shares had no value in 
the year of receipt. The court holds 
that while these factors reduce the value 


and restriction 


of the stock, they do not destroy it. It 
notes that the range of bid-and-asked 
quotations during the year was from 
334, to 47%, and concludes the fair mar- 
ket value of taxpayer's restricted shares 
was $3.50. Conroy, TCM 1958-6. 


Corporate payments to president’s widow 
a gift. Payments made to the stock- 
holder-widow of the president by fam- 
ily corporation, equal to the deceased's 
salary for two years, are held to con- 
stitute an exempt gift rather than com- 
pensation for service rendered to the 
payor. The fact that the corporate reso- 
lution 


also authorized the death 


the 


same 
the 
present officers did not tend to detract 
from the otherwise clear evidence of 
gift. Luntz, 29 TC No. 72. 


benefits for wives of two of 


Seller of stock not taxable on dividend 
applied against purchase price. {Certi- 
orart denied]. Taxpayer agreed to sell 
his stock in a controlled corporation. 
The buyers made a down payment and 
reassigned the stock to the seller as col- 
lateral security for the payment of the 
balance. A dividend declared on July 
20th and payable to stockholders of 
record on July 28 was held by the Tax 
Court to be taxable as ordinary income 
to the seller, even though the agreement 
of sale provided that the dividend would 
be applied against the purchase price. 
The seller owned the stock on the de- 
claration and record dates. The circuit 
court reversed. It was the buyers who 
received the taxable dividend. Having 
obligated themselves to pay the 
chase price, they used the dividend to 
reduce the unpaid balance owed for 


pur- 


the 
stock. In a marginal note alongside the 


stockholders’ resolution declaring the 


dividend, the buyers acquiesced in the 
declaration, showing, the Seventh Cir- 
cuit held, that they had an equity in the 
stock at that Miller, 
2/3/58. 


time. cert. den., 


Officer-stockholder not taxable on funds 
embezzled from firm. 
minority stockholder and president of a 


Taxpayer was 
family firm. For several years he charged 
personal expenses to the company and 
had appropriated checks due it; the 
amounts involved were very large; the 
deficiencies here totaled over $2 mil- 
lion. There were several bank accounts 
in the corporation name on which only 
taxpayer could write checks. He secretly 
deposited company checks in these ac- 
counts and withdrew the proceeds. These 
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funds, which had been returned to the 
corporation and on which the corpora- 
tion had been held taxable in other liti- 
gation, were, the court holds here, em- 
bezzled and not taxable to taxpayer. 
However, the large totals of personal ex- 
penses charged to corporate expense 
were income of the taxpayer. The court 
also finds that, because taxpayer retained 
a right to revoke a trust created for his 
wife many years ago, the government, as 
creditor, can enforce tax liens against it, 
New York law that a 
grantor’s creditors can proceed against 
revocable trusts. Peele, DC N. Y., 2/4/58. 


being clear 


Check received in 1945 not income in 
1950 | Acquiescence]. A check for income 
received by taxpayer-corporation in 1945 
was not cashed, but was held for pos- 
sible use in an action against the maker. 
After entry of judgment on the action 
in 1950, the corporation requested a new 
check to replace the old one. The maker 
refused on the ground that an interven- 
ing judgment had settled all accounts 
between them and the corporation’s 
counsel informed the corporation that 
the old The 


court finds no proper basis for inclu- 


check was uncollectible. 


sion of the check in the taxable income 
Western 


IRB 


of the corporation for 1950. 
Products Co., 28 TC 


1958-7 


1196, acq. 


Escrow payments originally expensed 
are income when refunded. Upon ac- 
quisition of a defense-housing unit, tax- 
payer made escrow payments to the 
mortgagee to be applied in payment of 
estimated taxes, assessments, and insur- 
ance premiums. When the unit was sold, 
the mortgagee refunded the escrow ac- 
counts. The Tax Court held that, since 


taxpayer never reflected the original 
escrow payments as an adjustment of the 
cost or selling price of the property but 
took them as an expense deduction, he 
is required to report the refund as ordin- 
ary income. This court affirms. Monday, 


CA-6, 2/20/58. 


Trust income not taxable to beneficiary 


{cquiescence|. Taxpayer, the bene- 
ficiary of a trust and of an estate, en- 
trusted their operations, both before and 
after she became entitled to the corpus, 
to her lawyer, who pocketed some of the 
income. She later sued the lawyer for 
an accounting and received the withheld 
money. The Tax Court holds that tax- 
payer is not taxable on that portion of 


her recovery which represented income 


accrued prior to the date she became 
entitled to the corpus of the trust and 
estate on the ground that this was dis- 
tributable to her as beneficiary and tax- 
able in the year due to the trust. West- 
ern Products Co., 28 TC 1196, acq. IRB 
1958-7. 


Indians taxable on sale of cattle raised 
on allotted lands. Income derived from 
the sale of cattle raised on allotted and 
restricted Indian lands while such lands 
are held by the U. S. as trustee is not in- 
come derived directly from the land and 
is, therefore, includible in taxable in- 
come. [Rev. Rul. 56-342 distinguished. 
That ruling held “grazing fees” for the 
use of the land as pasture were not tax- 
able because they were income from 
treaty lands.—Ed.| Rev. Rul. 58-64. 


OTHER DECISIONS 


Corporation has capital gain on liquida- 
tion of land holdings. The bondholders 
of a railroad organized taxpayer-corpo- 
ration to “liquidate” their large land 
holdings acquired on foreclosure. Since 
the corporation, as an entity separate 
from its stockholders, was formed for 
the business of selling properties, the 
Tax Court held all gains were taxable 
to it as ordinary income. This court re- 
verses, with one dissenter who would 
uphold the Tax Court opinion. The 
majority, however, view the activities of 
the corporation as mere passive liquida- 
tion without the extensive activity neces 
sary to constitute a business. Alabama 
Mineral Land Co., CA-5, 12/30/57. 


Installment payments to cancel con- 
tract are income as received. Taxpayer, 
on the accrual basis, agreed in 1945 to 
accept $30,000 a year for five years be- 
ginning in 1946 to cancel a profitable 
contract. The $150,000 was not income 
in 1945. The court likens the agreement 
to an employment contract under which 
the employee is taxable only as the salary 
is earned. The payment in question 
merely replaces earnings the taxpayer 
would have received under the contract 
for a period of years. Appalachian Power 
Co., Ct. Clms., 1/15/58. 


Gain on involuntary conversion taxable 
if no proper replacement occurs. ‘Tax- 
payer was forced to give up and sell his 
poultry business under the threat of 
condemnation by a state highway com- 
mission. He used the proceeds from the 
“forced” sale to acquire rental prop- 
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erties and a gasoline filling station busi- 
ness. ‘Taxpayer is held not entitled to the 
nonrecognition provisions of 1939 Code 
Section 112(f) since there was no replace- 
ment of property “simular or related in 
service or use” to the property converted. 
The court notes that it cannot decide 
the case on the basis of an appeal to 
equity, but that to secure the benefits 
of a tax-exemption statute the taxpayer 
must show that he comes clearly within 
its terms. Collins, 29 TC No. 75. 


Sale pursuant to court order in anti- 
trust case not an involuntary conversion. 
A federal court's order to a corporation 
to divest itself of ownership of certain 
stock because the ownership violates the 
anti-trust laws is not the taking of stock 
for public use. Accordingly, a sale of the 
stock pursuant to order is not an in- 
voluntary conversion and any gain on 
the sale is recognized even though the 
proceeds are reinvested similarly or in 
similar shares of stock. Rev. Rul. 58-11. 


Salary check mailed in December in- 
come when received in January. Tax- 
payer’s employer customarily mailed his 
salary check to his bank for deposit. 
The check dated December 31 was re- 
ceived in January in the ordinary course 
of the mails. The court holds it was in- 
come in January. [The opinion does not 
discuss the reason for this holding and 
few facts are given.—Ed.] Kuhn, DC 
N. J., 1/3/58. 


Can’t avoid income by changing from 
cash to accrual basis. A common carrier 
was properly on the cash basis in 1949. 
Upon order of the LC.C. it properly 
changed over to the accrual basis in 
1950. When it filed its 1950 return on 
the accrual carrier omitted 
sums collected in 1950 on 1949 accounts 
receivable. holds the sums 
should have been included in 1950. The 
court cites Section 42 of the Code, which 


basis, the 


The court 


provides that “all items of gross income 
shall be included in the gross income 
for the taxable year in which received by 
the taxpayer, unless, under methods of 
accounting permitted . . . any such 
amounts are to be properly accounted 
for as of a different period.” It con- 
cludes that the taxpayer is required to 
report every item of gross income that 
he receives in some years, and where, as 
here, there is no other year when it 
could properly be reported, then the 
year of receipt is the time the item is 
to be included in gross income, even 
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though taxpayer is on the accrual basis 
in that year. Advance Truck Co., 29 TC 
No. 74. 


Vacation pay rights held vested at 12/31; 
accrues then. A taxpayer published to 
its salaried employees a plan under 
which employees with service at 12/31 
would be entitled to fixed vacations in 
the next year, proper adjustment to be 
made in case of prior layoff, resignation, 
death, etc. The IRS rules that the plan, 
though not a written contract with each 
employee, did give the employees a 
vested right in the vacation pay, and the 
liability of the employer is clearly estab- 
lished at 12/31 and capable of being 
computed with reasonable accuracy. The 
liability therefore accrues at 12/31. Rev. 
Rul. 58-18. 


Additional N. Y. tax allowed for un- 
contested income additions; not for con- 
tested items [Non-acquiescence]. Having 
decided that taxpayer was not permitted 
to deduct certain items in 1948 & 1949, 
the Tax Court held that the New York 
State franchise tax that would be pay- 
able on such a contested addition to 
income (apparently it was agreed that 
New York would make the same addi- 
tions to income) is not a proper deduc- 
1948 and 


be taken in the year of the settlement 


tion in 1949. Deduction must 


of the controversy. However, deduction 
1948 and 1949 for addi- 
tional franchise tax on account of other 


is allowable in 


adjustments the taxpayer did not con- 
test. Anchor Cleaning Service, Inc., 22 
TC 1029, nonacq. IRB 1958-3. 


Whether receipts were available was 
question for jury. Taxpayers were cash 
basis tobacco farmers whose crop was 
sold at auction. The checks for the pro- 
ceeds of the auction sales were made out 
prior to February 28, the close of their 
fiscal year, but were not sent to them 
until after March 1. The Commissioner 
included the sales in the old year and, 
upon suit for refund, the court directed 
a verdict for the taxpayers. This court 
reverses — the facts as to the nature of 
the contract with the auctioneer and 
whether payment was available to tax- 
payers and merely deferred for their tax 
far and 
should have been submitted to the jury. 


Penn., CA-6, 1/3/58. 


advantage were from clear 


Royalties were ordinary income, though 
later applied against option price. Tax- 
payers leased a mine for a royalty and 
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gave the lessees the option to purchase 
$30,000, applying royalties paid 
against the option purchase price. The 
option was exercised six ‘years after the 
The court holds the 
royalties received under the lease dur- 
ing those six years were ordinary income 


for 


lease was made. 


since it was not certain the lessees were 
acquiring an equity in the property. 
Elkhorn Queen Mining Co. (Wallace 
and Clarke, Trustees), DC Mont., 9/26/ 


Ji. 


Collections on mortgages by shareholders 
of dissolved corporation were ordinary 
certain 
mortgages in a liquidation distribution 


income. Taxpayers received 
from a corporation of which they were 
stockholders. In a previous decision the 
Court of Appeals held the mortgages had 
when _ received. 
Upon collection, this court holds on re- 


no fair market value 
mand that the proceeds received were 
ordinary income, since there was no 
sale or exchange of the mortgages by 
taxpayers. [The court does not discuss 
the numerous cases holding that collec- 
tions in excess of value at date of liqui- 
in effect further 
distributions and therefore as capital 


gain.—Ed.| Miller, DC Ky., 10/31/57. 


dation are treated as 


Patent “royalties” held part capital gain 
and part salary. Taxpayer claimed 
ownership of certain patent rights. He 
assigned the rights to his employer under 
an agreement whereby the employer 
agreed to pay him 14 of 1% of net 
sales with a provision for reducing the 
payments to 4 of 1% if he left the job. 
The holds that one-half of the 
payments were attributable to taxpayer’s 


court 


employment and taxable compensation 
for services. The remaining half of the 
amounts paid were for the sale of patent 
rights and are taxable as capital gain. 
Although there was some question of 
taxpayer's right to the patent, the court 
finds that his claim to ownership was 
never frivolous and was strong enough 
to induce his employer to sign the agree- 
ment. Ost, TCM 1958-18. 


Escrow payment of judgment fixes time 
of deduction. In 1952 a trial 
entered judgment against taxpayer in 
a personal injury action. In 1953 tax- 
payer, railroad, 
posited the amount of the judgment in 
escrow and appealed the decision. At 
that time it deducted the amount paid. 
The judgment was affirmed and paid in 
1954. The court holds that 1953 was the 


court 


an accrual basis de- 


proper year for the deduction. In a 
quite brief opinion, the court notes that 
the liability and all costs had been 
entered on the taxpayer’s books in 1953. 
This, it says, was a method of accounting 
which clearly reflected the correct de- 
duction. Texas Mexican Railway, DC 
Tex., 1/15/58. 


Can’t deduct full claim; it was later 
settled for less. In 1952 and 1953, an 
individual who was an officer of tax- 
payer and another corporation drew a 
number of checks on the bank account 
of each corporation and deposited them 
in the account of the other, creating 
1953, the bank 
brought suit against taxpayer for $120,- 
000 of the bad checks. The liability was 
finally settled for $49,500 in 1957. The 
Tax Court denies taxpayer a $120,000 
loss deduction for 1953. Even if taxpayer 
was on the accrual basis (and this is 
open to question), liability for the $120,- 
000 was not fixed during 1953. Williams 
Livestock Co., TCM 1958-17. 


fictitious balances. In 


Loans by attorney deductible only as 
bad debts. Bad 


curred by a practicing attorney who 


nonbusiness debts in- 
made individual loans and accommoda- 
tion endorsements were held by the Tax 
Court to be deductible only as a non- 
business bad debt. The attorney was not 
in the business of lending money, and 
the loans bore no proximate relation- 
ship to his law practice either when 
made or when they became worthless. 
McNeill, CA4, 


This court affirms. 


1/11/58. 


Prepaid trustee’s commissions deductible 
only when services are rendered. A cash 
basis grantor-beneficiary of a revocable 
trust may not deduct in the year of pay- 
ment trustee’s commissions paid in ad- 
vance. He must apportion the payment 
over the period for which the trustee’s 
services are rendered. However, that part 
of the at- 
tributable to the trust’s tax exempt in- 


trustee’s services which are 
come may not be deducted at all. Rev. 
Rul. 58-53. 


Gain on sale negotiated by estate and 
consummated by beneficiaries taxed to 
latter. An estate negotiated for the sale 
of certain California acreage. In order 
to effect the sale under the conditions 
imposed by the purchaser and at the 
time conform to California law, 
the estate was advised to distribute the 
property to the beneficiaries and have 


same 
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them conclude the sale. The court finds 
both form and substance the 
sale of the acreage was made by the 


that in 


beneficiaries as owners and not by the 
estate. Gain on the sale was therefore 
taxable to them. A payment by the bene- 
ficiaries to the administrator from the 
sales proceeds for commissions due is 
held to be an administrative expense of 
the estate and not deductible by the 
beneficiaries. Macdonough Estate, TCM 
1958-12. 


Stepped-up basis denied surviving ten- 
ant-by-the-entirety. (Old Law). Taxpayer 
and her late husband held property as 
tenants by the entirety with the com- 
mon-law right of survivorship. The court 
holds that 1939 Code the 
correct basis of the property to taxpayer 


under the 


as survivor is the cost at the time of the 
original acquisition, and not the higher 
value at the husband’s death. Upon his 
death, taxpayer did not acquire such 
property “by bequest, devise, or inherit- 
ance,” but instead took under the terms 
of the original conveyance, her estate 
being simply freed from the participa- 
tion of her deceased husband. [Under 
the 1954 Code, the survivor's basis is his 
own cost plus the value of the decedent's 


interest at death.—Ed.| Faraco, 29 TC 
No. 76. 
Cost of going business allocated to 


tangible and intangible assets. A corpo- 
ration purchased all of the machinery, 
equipment and real property of a coal 
mining and distributing business for 
$1,000,000 and immediately thereafter 
continued the operations formerly con- 
ducted by the sellers. After weighing all 
the testimony, the court concludes that 
the assets purportedly sold for $1,000,000 
were in fact worth only $650,000 and 
that only $650,000 out of the $1,000,000 
paid for the business purchased is prop- 
The 
the consideration or $350,000 is held to 


erly allocable thereto. balance of 
have been paid for nondepreciable good- 
will or going concern value. Copperhead 
Coal Co., Inc., TCM 1958-9. 


Ordinary loss on bonds used as security 
for contract [Acquiescence]|. Taxpayer, 
purchased U. S. government bonds and 
put them in escrow to guarantee the 
performance of a contract. When it sold 
the bonds on completion of the contract, 
it suffered a loss. The court held that 
the loss is an ordinary loss as it was a 
reasonable, ordinary and necessary ex- 


pense of taxpayer’s business. Bagley and 





TECHNOLOGY NOT TIME 


THE PRINCIPAL fact governing the 
depreciation rate of modern indus- 
trial 
Most productive equipment in the 


equipment is obsolescence. 
present-day mill, factory or refinery 
becomes obsolete before it wears 
gut. The life of machinery today is 
determined by the pace of tech- 
nological progress and not by the 
length of time it takes to tire out a 
piece of iron, nor by the life his- 
tories of the past, when technologi- 
cal improvements and advances 
were at a much slower pace. It is 
expected that government officials 
will begin to realize this fact. They 
are not as yet giving due emphasis 
decisions.—F. V. 
Olds, Asst’ Comptroller, Chrysler 


Corporation, at the 13th National 


to this in their 


Tax Conference, Tax Foundation. 











Sewall Co., 20 TC 983—Prior non-acq. 
CB 1957-2 withdrawn and acq. in result 
only substituted. IRB 1958-7. IRS says 
that, while disagreeing with treatment 
of the issue, it will not file an appeal. 
Similarly Tulane Hardwood Lumbe 
Co., 24 TC 1146, acq. IRB 1958-7; Clark, 
19 TC 48, acg. IRB 1958-7; Western 
Wine & Liquor Co., 18 TC 1090, acq. 
IRB 1958-7; and Rev. Rul. 58-40. 


Leasehold not “land.” Section 117 (j)(3), 
1939 IRC (Sec. 1231(b)(4), 1954 IRC) 
provides for capital gain treatment of 
unharvested crops when sold with the 
land. Taxpayer sold the leasehold on 
which it grew crops, along with the 
The 
entitled to capital gain treatment on the 


crops. court holds that it is not 
unharvested crops because a leasehold 


is not “land.” Birdart, DC Calif., | 


10/58. 


Transfer of patent rights to controlled 
corporation is a sale. Taxpayer as ad- 
ministrator of her husband’s estate trans- 
ferred to her partner for a stipulated 
royalty the estate’s undivided one-half 
interest in a pending patent. She owned 
the other half interest and together with 
the partner transferred to the partner- 
ship the exclusive right to exploit the 
patent, with the partnership agreeing to 
pay the required royalty to the estate. 
Later the partners formed a corpora- 
tion and assigned all their rights to the 
corporation in consideration for per- 
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centage payments. The court construes 
the transfer of the patent to the corpora- 
tion as a sale rather than a license on 
the ground that the partners had 
acquired all the substantial rights in the 
patent and intended to and did convey 
all such rights to the corporation. Fur- 
thermore, none of the percentage pay- 
ments to the 
represented dividends or compensation 


transferor-stockholders 


for services rendered. Their corporate 
salaries were deemed adequate and the 
percentage payments were 
Hickman, 29 TC No. 94. 


reasonable. 


Motion picture director has capital 
gain on sale of purchased story {Non- 
acquiescence|. The court finds that tax- 
payer, long a motion-picture director, 
bought three stories, intending to direct 
films based on them. In all three cases, 
after varied negotiations, he was re- 
quired to sell the stories outright. Since 
they were held for use, not sale in the 
ordinary course of business, taxpayer had 
capital gain. Anatole Litvak, 23 TC 441, 
non-acq. IRB 1958-7. Similarly Mac- 
Murray, 21 TC 15, prior acq. CB 1954-1 
withdrawn, non-acq. IRB 1958-7. 


Gain constructively realized when sales 
proceeds were applied to debt. Attor- 
neys who had in 1941 represented tax- 
payer in a derivative action against the 
directors of a corporation obtained in 
1948 a judgment against taxpayer for 
their fees. In 1945 taxpayer had sold his 
stock, and a payment was due in 1949. 
These proceeds were paid by the buyer 
directly to the clerk of the court to serve 
as security in lieu of a bond for the judg- 
ment while being appealed. The Tax 
Court held that the gain on the sale was 
realized by the taxpayer in 1949 upon the 
payment into the court. The Tax Court 
reasoned that the payment was for tax- 
payer’s benefit and would be used to 
satisfy his debt if the judgment were up- 
held or returned to him if not. This 
court affirms. Steckel, CA-6, 2/24/58. 


Payment to cancel coal purchase con- 
tract ordinary income. In 1944, taxpayer 
acquired the right, irrevocable for ten 
years, to purchase all of the coal from 
mines in a certain area owned by an- 
other company. At the same time, tax- 
payer advanced funds to the mine owner 
to finance the mining operation. In 1949, 
$500,000 from the 
mine owner to whom it assigned “all our 


taxpayer received 


. interest in the agreement dated ... 
1944.” The Commissioner contended the 
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receipt was ordinary income because the 
contract was not a Capital asset and was 
The Tax 
Court held that the contractual right 
was a Capital asset; the 1949 agreement 


not “sold or exchanged.” 


extinguishing the right was equivalent 
It finds 
the extinguishment payment was a sub- 


to a sale. This court reverses. 


stitute for ordinary income which tax- 


the 
contract in a relatively short time. One 


payer would have received under 
dissent: taxpayer’s interest was analogous 
to that of a lessee; payments for lease 
cancellation have generally received capi- 
tal gain treatment. Pittston Co., CA-2, 
2/11/58. 


Loss cannot be carried back against in- 
come of dissolved subsidiary. Taxpayer 
incurred a net operating loss in 1947 
attributable to 


the operation of its 


plastics division. The plastics business 


had formerly been conducted by a 


wholly-owned subsidiary which was 
liquidated into the taxpayer early in 
1947. 


the loss may be carried back only against 


The Commissioner contends that 


the taxpayer’s 1945 and 1946 income, 
while the taxpayer contends for a carry- 
back against the subsidiary’s income as 
well. The Court, following the “corpo- 
rate thread,” upholds the Commissioner's 
The not 
“taxpayer” which suffered the 
Donovan, Inc., DC Mass., 1/14/58. 


position. subsidiary was the 


loss. 


Remainderman’s basis is not value when 
life tenant dies. Taxpayer here acquired 
certain stock upon the death of his aunt 
(in 1946) who had a life interest in it 
under the terms of the will of her hus- 
1912. When tax- 
payer sold the stock in 1949, the Com- 
missioner the 


3/1/13 value, not, as taxpayer claimed, 


band who had died in 


asserted its basis was 
1946 value. The court upholds the Com- 
missioner and the district 


Brandeis, CA-8, 1/22/58. 


court. 


50% stockholder, paying full corporate 
tax as transferee, has bad debt loss for 
other stockholder’s share [Acquiescence}. 
Taxpayer and another were 50% stock- 
holders in a corporation which liqui- 
dated. Taxpayer had previously paid 
$40,000 of back corporate income taxes, 
and in this year paid some $4,700 more. 
The court finds the records not adequate 
to upset the Commissioner’s finding that 
half of the $4,700 was paid on behalf of 
the other stockholder. Since that stock- 
holder was insolvent, taxpayer has a non- 
business bad debt (a short-term capital 
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loss) for that amount. Of the balance, 
the portion allocable to interest is fully 
deductible but that what represents addi- 
tional corporate tax is a liquidation item 
and a long-term capital loss. Gersten, 
28 TC 756, acq. IRB 1958-7. 


Assignment of patent rights with re- 
tained right to terminate not a sale. 
Taxpayer assigned his patent rights to 
a corporation in return for royalties. 
Either party had the right to terminate 
at any time, with six months’ notice. The 
court holds the right to terminate was 
not a condition subsequent to the trans- 
fer of title, but was a retention of a sub- 
stantial right. Since the agreement was 
not a transfer of all the substantial rights 
in the patents, the royalties were re- 
ceived for a license to use the patents 
and are taxable as ordinary income. 
Young, 29 TC No. 92. 


FNMA stock required to be purchased 
in conjunction with sale of mortgage is 
a capital asset. A mortgage dealer sell- 
ing mortgages to the Federal National 
Mortgage Association is required under 
the provisions of the Association’s char- 
ter act to purchase stock in the Associa- 
tion. The amount paid for such stock, 
the IRS rules, constitutes a capital in- 
vestment, rather than a deductible busi- 
ness expense, and any gain or loss 
realized upon its subsequent disposition 
is to be treated as a capital gain or loss. 
The IRS states that this case is closer to 
Exposition (163 Fed 283) 
(World’s Fair bonds required to be pur- 


Souvenir 


chased by exhibitor are capital) than 
cases discussed in Rev. Rul. 58-40. [See 
269.—Ed.] intended 
FNMA to build up its capital by re- 
quired investment by those it does busi- 
ness with. Marketing fees paid to the 
Association 


page Congress 


items 
of mortgage cost in determining the or- 
dinary gain or loss on sale of the mort- 
gage. Rev. Rul. 58-41. 


constitute additional 


Partners transfer business to new corpo- 
ration and simultaneously sell it patent; 
sale and amortization on stepped-up 
basis upheld. Taxpayer corporation was 
created to take over business of manu- 
facturing television tuners invented by 
its owner. Simultaneously it purchased 
his patents and patent applications for 
a price based on future production and 
payable in installments. The Commis- 
sioner argued that the whole transaction 
tax-motivated; that the sale of 
patents was a fiction; that in reality the 


was 


patents were contributed to capital; and 
that taxpayer's basis for amortization of 
the patents was not the substantial pur- 
chase price, but the inventor’s basis. The 
court says there was good business pur- 
pose for the incorporation and that, if 
taxpayer wanted to sell his patents to 
his corporation, he was free to choose 
that method. [This transaction occurred 
in 1950; in 1951 the Code barred capital 
gain on sales between related taxpayers, 
—Ed.| The court, however, rules in favor 
of the contention that 
amortization deductions cannot be taken 


Commission's 


on those patents which were issued after 
the taxable years in question. Sarkes 
Tarzian, Inc., DC Ind., 2/6/58. 


Dividends credited on child’s savings 
account not taxed to parents. Dividends 
credited by a savings and loan associa- 
tion to an account legally belonging to 
a minor are taxable to the minor under 
state law, even though the account is in 
the name of the parents as trustees. Rev. 
Rul. 58-65. 


Corporation denied deduction for pay- 
ment of bankrupt officer’s debt. Tax- 
payer-corporation held property subject 
to the indebtedness of its principal 
stockholder who was adjudged a bank- 
rupt. It paid some $8,000 to the trustee 
in bankruptcy in partial satisfaction of 
the indebtedness. The court 
the payment; 
nondeductible capital expenditure in- 
curred to protect its title to the prop- 
erty. St. Denis Securities Co., Inc., TCM 
1957-247. 


denies a 


deduction for it was a 


Loss deduction denied for dry well. 
Taxpayers purchased a strawberry farm. 
During the negotiations they were told 
that a certain well on the farm would 
produce an adequate supply of water. 
The well went dry, and taxpayers were 
forced to driil a new install 
a new pump. Taxpayers’ claim that the 
expenditures for the new well and pump 


well and 


were deductible as a casualty loss is 
denied. There indication that 
the failure of the water supply was 
occasioned by a drought or some sudden 
or unusual event. An alternative claim 
that the items were deductible as a theft 
loss occasioned by the seller’s fraud and 
misrepresentation is also denied on the 
grounds that the statement of the ade- 
quacy of the existing well amounted to 
no more than an expression of an 
opinion rather than a representation of 
fact. Springer, TCM 1957-232. 
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Tax traps and disasters in the ubiquitous 


and uncoordinated attribution rules 


by M. R. SCHLESINGER 


The various rules scattered throughout the Code under which stock is attributed 


to (or considered owned by) someone other than the real owner have achieved a 


certain baleful eminence for providing one of the most disastrous tax traps now 


gaping wide for the unwary. Unless there is legislation canceling the harm to 


those caught, we expect to see a large number of cases in coming years in which 


perfectly sound business planning has resulted in formidable tax liabilities because 


the planners overlooked some technicality in making their plans. Those areas of tax 


planning in which attention must be paid to attribution rules were sketched out 


by M) 


Ohio State 


()* R THE PAST several years, Congress 
has applied stock and other owner- 
ship attribution rules to more and more 
situations, so that today these rules can 
crop up in the most unexpected areas. 
The Butler case (Butler v. Patterson, 148 
F. Supp. 197 (D.C.N.D. Ala., 1957)), is a 
graphic illustration of how disastrously 
the attribution rules can work. 

[he taxpayer in the Butler case 
owned only 5% of the stock in the ad- 
mittedly collapsible corporation. Having 
less than 10%, he was apparently out- 
side the rule taxing his gain on its sale 
as ordinary, but through the attribution 
rules he was held to own 17% and so was 
subject to the collapsible rules. 

[his is how it came about. The tax- 
payer himself (whom we shall call stock- 
holde I 
stock 


holders (whom we shall call stockholder 


No. 1) owned only 5% of the 


However, one of his _ co-stock- 
No. 2) owned another 5% of that stock. 
Stockholder No. 2, was a partner with 
stockholder No. 1 in another enterprise. 
For aught that appears, this other enter- 
prise had no relationship whatsoever to 
the corporation or the corporate busi- 


, Cincinnati, Columbus and Cleveland Ba) 


Schlesinger in all-day seminars he held recently, under the auspices of the 


1ssociation. 


ness. Suffice it to say, however, that for 
collapsible corporation purposes there is 
an attribution rule between partners, 
with the result that the 5% of stock 
stockholder No. 2 was at- 


tributed to stockholder No. 1, they being 


owned by 


partners of each other. 

Still another co-stockholder (and we 
shall call him stockholder No. 3) owned 
7% of the stock in the collapsible corpo- 
ration. Although stockholder No. 3 bore 
no relationship to stockholder No. 1— 
no relationship in the family sense and 
no relationship in the business sense— 
he was the brother of stockholder No. 2, 
and the court held that the 7% of the 
stock owned by stockholder No. 3 should 
be attributed to stockholder No. 2 be- 
cause there is an attribution rule as be- 
tween brothers for this purpose. 

As a result, up to this point, we find 
that No. 2 owns not only his own 5% 
but also his brother’s 7% and he emerges 


owning 12% 


i, of the corporation’s stock. 


No. 2’s 12%, however, was then at- 
tributed to stockholder No. 1 for the 
reason, as we have already seen, that 
No. 2 and No. 1 were partners in an- 


other enterprise. No. 1, however, already 
owned 5% of the stock and when No. 2’s 
12%, of stock (being the 7% that No. 2 
did not own, as well as the that he 
did) was added to No. 1’s 5% of stock, 
the result was that No. 1 emerged own- 


17% of 





ing actually, or constructively 
the outstanding stock. 

Butler, 
owned more than 10% of the stock in 


Inasmuch as Mr. therefore, 
the collapsible corporation, it resulted 
that his gain on the sale of the stock 
was taxable at ordinary rates. 

The validity of that Butler decision: is 
actually very questionable on account of 
a certain anti-double-attribution rule. 
Under that rule, under certain situa- 
tions, stock owned by one person cannot 
be attributed to a second person and 
through that second person to a third 
person because that would be double 
attribution. That anti-double-attribution 
rule applies only as between certain re- 
lationships, but it does seem that it 
should have applied in the Butler case. 
Be that as it may, the decision makes the 
emphatic point for us that these owner- 
ship attribution rules do involve hidden 


dangers. 


The rules are ubiquitous 

Over a period of years these ownership 
attribution rules have been spread so 
as to apply to many situations in which 
mathematical ownership tests determine 
tax consequences. The table which ap- 
pears on page 272 is designed to suggest 
some of these situations, although in all 
probability that enumeration is not all- 
inclusive. 


Stock redemption 


One of the most important areas in 
which you should watch your step very 
carefully is the stock redemption field. 
Under Section 302 certain mathematical 
tests are set forth pursuant to which cer- 
tain corporate redemptions of stock will 
result in capital gain rather than in 
ordinary dividend treatment. To be ac- 
corded such favorable capital gain treat- 
ment, under Section 302, however, a 
stockholder in general must either have 
had all of his stock redeemed, or at any 
rate must wind up after the redemption 
owning a percentage of the outstanding 
voting stock which is less than 80% of 
that percentage which he owned prior 
to the redemption. 

Of importance to us in the present 
connection is the fact that in applying 
these mathematical ownership tests, the 
stockholder stock 


whose is being re- 








ae 


deemed will frequently be treated as 
owning stock by virtue of the ownership 
contained in Section 


attribution rules 


518. 


Personal holding company 


4 second area in which attribution 


difficulty is likely to arise is the personal 
holding company field. As you know, for 
the prohibitive 85% personal holding 
company penalty surtax to apply, not 
more than five individuals must own 
more than 50% of the corporation’s out- 
Now that taken 


alone seems quite simple, but it is com- 


standing stock. rule 
plicated by the fact that in determin- 
ing how much stock these five or less 
individuals own they are deemed to own 
not only the stock which they actually 
own, but also the stock of others pur- 
suant to the prescribed ownership at- 
tribution rule. 

Finally, we might note that the statute 
disallows losses and in some cases ex- 
penses between a corporation and an 
individual who owns more than 50% of 
its stock. Again, in determining the per- 
centage of stock ownership in meeting 
this test an ownership attribution rule is 
applied. 


Different attribution rules 


By referring particularly to those 


three situations I do not mean to sug- 
gest that you should overlook the other 
these attribution rules 


areas in which 


operate. In that connection, you might 


want to consult the table already re- 
ferred to. 

You should bear in mind that there 
is no universal set of attribution rules 


applying to all of these situations. On 
the contrary, the rules are different for 
different purposes; this feature, of 
course, only compounds the complexity. 
Suppose, to take one example, it is pro- 
posed to cut back the percentage of 
voting common stock owned by a given 
shareholder in a corporation by redeem- 
ing a portion of his stock. At the present 
time he owns 60% of the outstanding 
stock and after the proposed redemption, 


he will own only 47%. As a result, on 


& 
the face of things, his 60% of stock own- 
ership has been cut back by more than 
20%, of that 


brother of 


However, a 
the 
balance of the stock in the corporation. 


percentage. 
this stockholder owns 
Accordingly, if there is attribution of 
his brother’s stock to the 60% stock- 
holder, the result will be that that stock- 
holder will be treated as owning 100% 
of the stock prior to the redemption and 
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Subject 
Stock redemptions 


ductions between related taxpayers 
Hot stock dispositions .......... 
Stock redemptions by sister corporations 
Collapsible corporation 5% rule 


tially owned by seller 


subsidiary corporations 


Limitation on corporate net 


ownership 
nerships 


ily’s stock is “attributed” to the seller. 





SITUATIONS WHERE OWNERSHIP 


Personal holding company stock ownership 


Gains on depreciable property sales between 
individual and his controlled corporation 
Disallowances of loss, expense and interest de- 


Gains on patent sales to corporations substan- 
Kimbell-Diamond basis rule on liquidations of 


operating 
carryover where substantial change in stock 


Disallowance of losses between partner and con- 
trolled partnership, and between sister part- 


* Since operating Section 1239(a) itself sets out the ordinary tax treatment on sales to corpo- 
rations controlled not only by the seller but also by his family, it cannot be said that the fam- 
The 
operating section spoke only of the seller’s stock ownership, with another section spelling out 
attribution rules. The subject has been included in the table as a warning, although ultra- 
technically the statute itself does not speak in terms of attribution. 


TESTS DETERMINE TAX 
Principal Attribution 
Section Section 
302 318 
542(a)(2) 
543(a) (5)&(6) 544 
1239(a) 1239(a)* 
267 (a)&(b) 267 (c) 
306(b)(1)(A)&(B) 318 
304 318 
341 (d)(1) 544(a) 
1235, 267(b) 267(c) 
334(b)(3)(C) 318 
loss 
382(a) $18 
707(b) 267(c) 
effect, however, is the same as though the 





indeed will be treated as still owning 
100% of the stock immediately following 
the redemption. As a result, the favor- 
able 20%-cutback rule will not operate 
if that attribution operates in this case. 
find, that Section 
318 sets out the attribution rules for the 


You will however, 
purposes of meeting the mathematical 
302. 
Furthermore, peculiarly enough, under 


redemption test under Section 
318 there is no attribution of stock own- 
ership as between brothers. As a result, 
you would give a favorable opinion in 
the situation which we have imagined. 
Now let us take another example. Sup- 
posing a corporation owns land. It pro- 
poses to sell it at a loss to its 47% stock- 
that 
under Section 267(b) such a loss will be 


holder. You will bear in mind 
disallowed to the corporation only if 
the purchaser owns more than 50% of 
the stock in the selling corporation. As 
we have seen, however, he owns only 
47%,. Let us assume, however, that the 
brother of the proposed purchaser owns 
the Now, 
267 (c), for the purpose of determining 
whether the prospective purchaser owns 
more than 50% of the stock, there is at- 
tribution brothers, the 
tribution rule in this connection being 


quite different from what it is under 


other under Section 


i oe) 
a A 


as between at- 


Section 318 for the purposes of a stock 
redemption under Section 302. 

The moral from these two examples is 
simply this: having satisfied yourself re- 
specting the attribution rule as it ap- 
plies to one situation, you can not trans- 





pose your findings and your conclusions 
into a different area. The 
rules are different for different purposes. 

Another observation which we might 
make respecting the dangers of these 


attribution 


rules is the fact that they go beyond 
attributing stock merely between fam- 
ily members. We have already seen from 
our examination of the Butler case how 
stock may be attributed as between part- 
ners. There is also attribution in other 
areas, such as between trusts and bene- 
ficiaries, and between corporations and 
substantial stockholders. 

These relations can “dangle out in 
left field,” as it were, for there may be 
the 
hand and the relationship which gives 


no connection between matter at 
rise to the attribution of ownership. We 
have already seen how that occurred in 
the Butler case where the partnership 
which resulted in attribution of stock to 
the taxpaying stockholder presumably 
had no relationship whatsoever to the 
corporation or to its business. 

This partnership rule, incidentally, 
involves a trap within a trap, because 
there can be a partnership in a technical 
tax sense even though there is no part- 
nership in a general legal sense. There 
7701, 


under which a “partnership” includes a 


is a definition section, Section 
common or joint ownership of property 
held for income and indeed apparently 
includes such an ownership of property 
held merely as 


though it yields no current income. It 


an investment even 


would appear, therefore, that when two 
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(M. R. Schlesinger is a lawyer, member 
Ohio, law firm of 
Grossman, Schlesinger & Carter. He has 


of the Cleveland, 


lectured and written extensively on tax 


subjec ts.| 


in the 
hopes of turning it over for profit they 


persons Own vacant property 
are partners in a tax sense even though 
there is no current income yield. 

In that connection, let us turn back 
to Section 302 and assume that we pro- 
pose to redeem a portion of a 60% 
stockholder’s voting common stock. We 
propose to redeem such an amount as 
after 
the redemption. Accordingly, he will 


will leave him owning only 47% 


own less than 80% of the percentage 
of stock which he owned prior to the 
redemption, and the 20%-cutback rule 
will apparently operate favorably, with 
the result that there will be no ordinary 
dividend tax. Suppose, however, that 
the other stockholder in this enterprise, 
who owns the other 40% of the stock, 
is a tenant-in-common with our stock- 
holder in the ownership of some vacant 
land in California which they hope to 
sell at a profit. Suppose, to make the 
example more startling, there is no cur- 
rent income from that land whatsoever. 
Now 


possibly suggest that these two men are 


no one in his right mind could 


partners in the conventional sense in the 
ownership of that vacant land; never- 
theless, I fear that in the tax sense they 
are exactly that, and, they being part- 
stock other stock- 
is attributed to the stockholder 


ners, owned by the 
holder 
whose shares we propose to redeem. The 
be that he starts out 
100%, of the stock and no 
much of his stock 


deemed he will wind up owning 100% 


consequence will 
owning 
is re- 


matter how 


of the stock, with the result that there 


will not be the required 20% cutback— 
this is because of the intrusion, the un- 
expected intrusion, of the ownership at- 


tribution rule. 


Multiple attribution 


Generally there is no double attribu- 
tion between family members. Suppose, 
to take an example, that a father’s stock 
father 
claims that the gain is subject to capital 


is partially redeemed and _ this 
gain rates pursuant to the favorable pro- 
vision of Section 302 on the grounds 
that the percentage of voting common 
stock after redemption is less than 80% 
of what that percentage was immediately 
prior to the redemption. Now let us 
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suppose that his daughter also owns some 
stock. Her stock will be attributed to 
the father under the attribution rules of 
Section 318 for determining his percent- 
age of stock ownership both before and 
after the redemption. Suppose further, 
that this father’s son-in-law, 
being the husband of his daughter, also 
owns some stock in that corporation. 
His stock will be attributed to the wife— 
again under the attribution rule. Ob- 
serve, that the 
stock will not be reattributed from his 
wife to her father, the reason being that 
318 there is 
attribution as between family members. 
We have, possibility of 
multiple attribution, but with exceptions 


however, 


however, son-in-law’s 


under Section no double 


then, the 


precluding double attribution in the 
case of certain relationships. Unfortun- 
ately, those anti-double-attribution rules 
differ as between the various attribution 
sections. Hence, although double attri- 
bution may be prohibited for one pur- 
pose, it may be permitted in another 
area. 


Summary 


We have seen that the dangers of the 
attribution rules are rather impressive, 
particularly in view of their four aspects. 
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First, we saw that the rules are ubiqui- 
tous in that they apply in a number of 
different areas for a number of different 
purposes. Second, we saw that different 
attribution invoked for 
different purposes and that there is no 
universal rule of all of 


these various areas. Third, we saw that 


rules may be 


attribution in 


the rules go far beyond attribution as 
between family members, and in that 
connection we saw that the rules might 
apply because of a relationship having 
absolutely no connection with the matter 
at hand. Finally, we saw that to com- 
pound these dangers there lurks in the 
background the stark possibility of mul- 
tiple attribution; thus, it is possible for 
there to be attributed to a taxpayer not 
only the stock of someone who bears 
some relationship to him but it is ac- 
tually possible for there to be attributed 
to him the stock of someone who bears 
absolutely no relationship to him and 
indeed a person who is completely un- 
known to him. 

Perhaps the danger can be simply 
stated: Whenever tax consequences de- 
pend upon a mathematical ownership 
test, then you should be on your guard 
against the intrusion 


possible of an 


ownership attribution rule. 


Commissioner wins again in disallowing 


cor porate surtax exemption 


THE ComMISSIONER successfully invoked 
recently Section 15(c) of the 1939 In- 
ternal Revenue Code, now Section 1551,! 
in Theatre Concessions, Inc., (1958) 29 
TC No. 83. In this case, the taxpayer's 


parent owned and operated four 


theaters. Taxpayer was organized by the 
parent and leased the concession busi- 
ness for a period of five years. The 
rental was fixed as a percentage of the 


gross receipts from each concession 


There was no change or expansion of 
the operation of the concessions. The 
taxpayer contended that the subsidiary 
was organized: (1) to facilitate a possible 


sale of the theaters and concessions as 


separate businesses; (2) to prevent 
1 Sec. 1551 provides: “If any corporation trans- 
fers ... all or part of its property (other than 
money) to another corporation which was cre- 
ated for the purpose of acquiring such property 
or which was not actively engaged in business 
at the time of such acquisition, and if after such 
transfer the transferor corporation or its stock- 
holders, or both, are in control of such trans- 
feree corporation, . . . then such transferee cor- 
poration shall not be allowed either the 
$25,000 exemption from surtax ... or the $60,- 
000 accumulated earnings credit - »« unless 
such transferee corporation shall establish by 
the clear preponderance of the evidence that the 
securing of such exemption or credit was not a 
major purpose of such transfer.” 


theater managers from knowing total 
profits and encouraging possible compe- 
tition; (2) to discourage requests for 
salary increases by managers; and (4) to 
insulate theaters’ assets from possible 
damages for sale of poisoned foodstuffs. 
The 
these 
Commissioner's disallowance of the $25,- 


Tax Court summarily rejected 
contentions and sustained the 
000 corporate surtax exemption and the 
$25,000 minimum excess profits credit. 
The court noted the taxpayer failed to 
establish by a clear preponderance of 
the evidence that the tax savings were 
not a major purpose of the transaction. 
The court also had no difficulty in re- 
jecting the contention that the lease was 
not a “transfer” within Section 15(c). 
The only other case we have noted re- 


cently in which the Commissioner was 
successful was Coastal Oil Storage Com- 
pany (1956), 25 TC 1304. “Business pur- 
pose” is vital, and any corporation de- 
siring to make a division of an existing 
business must have strong and compell- 
ing business reasons. See 5 JTAX 194, 








9Qr | . 


27 The Journal of Taxation 
October, 1956, for an extensive discus- 
sion of the subject. 


Theatre Inc. should be 


a warning to tax counselors that action 


Concessions, 


in this area must be carefully planned 
and well documented. Section 15(c) of 
the 1939 Code was replaced by Section 
1551 of the 1954 Code, and tax men ar 
that it 


covers now not only the $25,000 corpo- 


becoming increasingly aware 


rate exemption but also permits the 
the $60,000 


earnings credit otherwise 


Commissioner to disallow 
accumulated 
granted under Section 535, in absence of 
a clear preponderance of evidence that 
the tax motive was not a major purpose 
for the transfer. Thus, a business pur- 
pose is vital to prevent the Section 531 
(old 102) 


lowered in corporate organizations where 


Section boom from being 
there is any semblance of a transfer from 
the old corporation. Moreover, we can 
the 


to find a transfer where it can be predi- 


see now how easy it is for court 


cated on a mere leasing arrangement 


between the parent and subsidiaries. 


Needn’t report income 
payments to corporations 


For A LONG time the Regulations have 
required persons who pay income to 
make report of the payment. Payments 
in excess of $600 in the calendar year 
which are not reportable on the wage 
and salary form, W-2, are to be listed on 
Forms 1096 and 1099. However, except 
for a few minor exceptions, payments of 
income to corporations have not been 
reportable. This is still the rule, despite 
the statement on the official instruction 
sheet that accompanies the 1957 corpo- 
ration income tax form (1120) that in- 
come payments to corporations, as well 
as to individuals, partnerships and 
fiduciaries, must be reported. 

That this statement on the 1120 is an 
error is shown by the fact that 1096 and 
1099 the 


that they are to be used to report pay- 


themselves carry instruction 
ment of income to individuals, partner- 
ships and fiduciaries, with no mention 


of corporations. 


IRS restricting spin-off 
of branch business 


DURING THE three and a half years since 
the 355 of the 
1954 observed several 
times in this Department the grossly re- 
strictive approach of the IRS in limit- 


enactment of Section 


Code, we have 
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ing the tax free aspects of spin-offs. The 
discouraging approach was manifested in 
the Regulations (Section 1.355-1(c)) and 
in various rulings. We had hoped the 
spin-off was clearing in 1957 when sev- 
eral favorable rulings were issued (See 
6 JTAX 11, January, 1957), but now 
the Service has released a ruling which 
will be a serious blow to the plans of 
many a corporate enterprise looking to a 
spinoff of a branch plant. 

Rev. Rul. 58-54 (1958-8 IRB) imposes 


‘ 


a stringent test upon the “active trade 


or business” requirement of Section 
355. The statute requires that the busi- 
ness spin-off and the business retained 
each have been in active operation for 
a period of at least five years. 

The Ruling notes that Section 355 
does not apply to the “division of a 
single business,” and then proceeds to 
rule that the operation of the same type 
of business in different states or locali- 
ties is considered a separate business in 
each area “only if they are independent 
of each other.” Having adopted this ap- 
proach, the Service apparently found it 
simple to hold that a corporation op- 
erated an “integrated” business because 


it manufactured and sold only one 


product, even though its distribution 
and sale facilities were in four different 
towns, 

The taxpayer operated a soft drink 
bottling and distributing business. The 
bottling was done in the main plant, and 


the company maintained in four differ- 


ent towns a warehouse for the sale, dis- 
tribution and storage, where each also 
sold, rented and serviced coolers in ad- 
dition to selling and distributing the 
beverage. Fifty-three per cent of the 
sales were made in the locality of the 
main plant and 47% in the three other 
localities. 

The spin-off was defeated in Rev. Rul. 
58-54 by use of an “integrated business” 
test and by assuming the same type of 
business in different states or cities is a 
separate business only if they are “in- 
We 
whether the Service was right or 


dependent of each other.” cannot 
Say 
wrong in holding that this particular 
spin-off failed and hence bringing down 
the We 
however, that if the test is to be whether 


dividend axe. are convinced, 


the plants or stores in various cities 01 


States are “integrated” or are “inde- 
pendent of each other,” then few geo 
graphical spin-offs will ever pass this 
stringent requirement. 

“Independent” and “integrated” are 
vague concepts indeed. Who can say, 
for instance, whether separate retail 


stores operated in ten different states are 
independent if they sell a similar line 
of groceries, but have the same central 
accounting office, single top manage- 
ment, etc? We hope that the Service 
will, in administering the spin-off statute 
in the future, recognize business realities 
and apply Section 355 so as to permit 
the carrying out of legitimate business 
purposes. 





Stockholder-creditor has capital loss on 
corporate note. ‘Taxpayers transferred 


three parcels of real estate to a wholly 
owned corporation in exchange for stock 
and notes. The real estate had been ac- 
quired by taxpayers in foreclosing on 
After the 
corporation sold the property it was 


their mortgage investments. 
unable to pay the notes. The loss, the 
court holds, is a capital loss. Taxpayers 
in the 
notes were 


did not show they were real 
that the 
received as an integral part of any busi- 


ness. Bronsther, DC N. Y., 1/20/58. 


estate business or 


On remand of thin capitalization case 
Tax Court finds notes were risk capital. 
Taxpayer and another person made ad- 
vances to a corporation in which they 
were each 50% stockholders. The 
by demand 
promissory notes and were roughly in 


ad- 


vances were evidenced 


proportion to the stockholdings of the 
bad 
debt deduction for the loans, finding as 


two. The Tax Court disallowed a 


a fact that the notes did not represent 
bona fide debts but were really risk capi- 
tal. The Second Circuit remanded, say- 
ing that before it was able to review 
the decision it must know the basis for 
the Tax Court's conclusion: it was not 
sufficient for the Tax Court to find 
merely the ultimate fact. The opinion of 
the court, written by Judge Medina, ex- 
tensively reviewed the form vs. substance 
and business purpose cases, beginning 
that 
significant factor was whether the funds 


with Gregory. It concluded the 
were advances with reasonable expecta- 
tions of repayment regardless of the suc- 
cess of the venture or were placed at the 
risk of the 
opinion, Judge Learned Hand proposed 


business. In a dissenting 


the test of whether the form of invest- 
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ment chosen by the taxpayer would be 
upheld for tax purposes: when they de- 
the investment in the 
form of loans rather than stock, did they 


cided to make 


suppose the difference would appre- 
ciably affect their interests in the ven- 
ture, other than taxwise? The Tax 


Court, expressing doubt as to what fur- 
ther action is proper on this remand, 
makes additional finding of specific ulti- 
mate facts: that the advances were placed 
at the risk of the business, that no out- 
sider would have made loans. It 
again disallows the deduction. Gilbert, 


PCM 1958-8. 


such 


Business trust taxable as corporation. 
Taxpayer trust was created by an instru- 
that the 
could enter into and conduct any imag- 


ment which provided trust 


inable business. Management was cen- 


tralized in the trustees, who were au- 


thorized to appoint a general manager. 
The 


petual existence, limited liability, and 


instrument also provided for per- 


negotiable certificates of beneficial in- 
terest. On the facts the court holds the 


fall 


within that category of associations tax- 


trust in substance and form to 


able as corporations. [The instrument 
involved was a copyrighted form of the 
National 
acterized as full of ridiculous high-flown 


Pure Trust Association char- 
The tax at issue here for 1951 
was about $750.—Ed.|Elmer Irvin Trust, 


29 TC No. 91. 


verbiage. 


idvances to real estate corporation to 
finance purchase were capital. Eight in- 
dividuals invested $1,000 each in stock 
of taxpayer real estate corporation. Later 
ad- 
the 
form of an unsecured loan bearing 7% 


that same year each _ stockholder 


vanced $9,000 to the corporation in 


interest so as to provide it with sufficient 
funds to acquire property. The alleged 


advances 


are held to be contributions 
to capital, rather than genuine loans, 
and the interest paid thereon is dis- 
The stated capital of $8,000 


clearly 


allowe d. 
was inadequate to finance the 
purchase of real estate, while the fact 
denominated 
the 
porate books was deemed not to be con- 
The 
corporation is denied an interest deduc- 


that the advances were 


loans and treated as such on cor- 


clusive of their true character. 
tion for interest on the loans. Northline 


Realty Corp., TCM 1958-21. 


Subsidiary too thin; no bad debt deduc- 
tion. ‘Taxpayer corporation created a 


subsidiary corporation in 1929 for $300 
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capital and advanced $63,000 of debt to 
it for working capital. When it liqui- 
dated the subsidiary in 1943, taxpayer 
claimed a $9,000 
The deduction is disallowed. Every fac- 
tor pointed to the $63,000 being a capi- 
tal contribution 


bad-debt deduction. 


rather than a_ loan. 
There was no proof of the existence of 
the, notes. Interest was not paid periodic- 
ally. Finally, there was a completely dis- 
proportionate debt-equity ratio (210/1). 
Sunswick Corp., DCN. Y., 2/14/58. 


Advances to corporations treated as capi- 
tal contributions. Taxpayer made ad- 
vances to newly organized corporations 
which were inadequately capitalized, in 
order to get the businesses established 
and to keep them going. There were no 
notes or other evidences of indebtedness 
for the advances. The court holds that 
the amounts were advanced at the risk of 
the business as capital contributions, 
their 
worthlessness is a capital loss. Culley, 29 


TC No. 113. 


rather than loans. A loss from 


Appreciated property distribution is divi- 
dend to extent of realized income, then 
return of basis, then capital gain. | Ac- 
quiescence}. In these two cases a corpo- 
ration with little or no earnings de- 
clared a dividend of appreciated prop- 
erty. The Tax Court held that there was 
a dividend to the extent of earnings and 
profit; that the fair market value of the 
property in excess of earnings and profits 
is a nontaxable return of capital, and 
that to the extent that the fair market 
value of the property exceeds the total 
of earnings and profits and the stock- 
holders’ basis it is a capital gain. 
Cloutier, 24 TC 1006, acq. IRB 1958-3; 
prior non-acq. CB 1956-2 withdrawn. 
Similarly Erburu, 23 TC 830, acq. IRB 
1958-3. 

stockholders unsub- 
stantiated expenses taxed as disguised 
dividends. A corporation controlled by 


Payments to for 


taxpayer and his wife paid them con- 
siderable sums of money and deducted 
these amounts as travel and entertaining 
expenses. It also deducted as business ex- 
penses sums spent for furnishings, sal- 
aries, rents, etc. The court finds from 
the evidence that some of the payments 
were proper corporate deductions, but 
holds, in the absence of adequate sub- 
stantiation, that most of them were divi- 
dends to taxpayer and his wife, and 
were to be included in their personal 
income. The statute of limitations is no 


or 


bar to the assessment of deficiencies and 
penalties because, the court finds, the re- 
turns were fraudulent. Maloney, TCM 
1958-39. 


Parent’s capital contribution means fail- 
ure to meet active business test. In a 
brief ruling which states the IRS con- 
clusion rather than the reason therefor, 
the Service holds that a spin-off of a 
subsidiary stock was taxable as a divi- 
dend to the parent’s stockholder. The 
corporate organization was as follows: 
Taxpayer individual owned two corpora- 
tions, one an auto dealership and the 
other a finance company specializing in 
autos. The dealership also owned all the 
stock of another auto finance company, 
which subsidiary was heavily indebted to 
its parent. The following steps were 
taken: The dealership forgave the debt 
of the finance subsidiary and then spun 
off its stock in the finance subsidiary at 
a time when the dealership had a sub- 
stantial earned surplus. Thereafter the 
the 
finance companies to merge. The IRS 


individual stockholder caused two 
concedes that the forgiveness of the debt 
was not income to the finance subsidiary. 
However, the spinning off of the finance- 
subsidiary stock is a dividend, not a tax- 
free spin-off under Section 355 because, 
due to the forgiveness, more than half 
of the net assets at distribution were not 
the 
conduct of a business for five years. Rev. 
Rul. 58-68. 


owned in connection with active 


Costs of derivative suit deductible by 
corporation. ‘Taxpayer corporation re- 
imbursed a successful stockholder for his 
expenses in bringing a derivative action, 
Since a derivative action is presumptive- 
ly for the benefit of the corporation, the 
reimbursement is deductible by it. In 
the related consolidated suit for refund 
by the stockholder, the court holds the 
reimbursement not a dividend to 
the stockholder. Ingalls Iron Works, DC 


Ala., 1/21/58. 


was 


Loss of new subsidiary cannot be car- 
ried back against prior year’s consoli- 
dated income. At issue is the amount of 
the 1949 consolidated net operating loss 
which may be carried back against the 
1948 consolidated Part of 
the loss was that of a new subsidiary or- 


net income. 
ganized in 1949. Reversing the district 
court, this court holds the loss of the 
new subsidiary could not be carried back 
against income of a taxable year before 
it came into existence. The court also 
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holds that the 1947 loss of another sub- 
sidiary, incurred before affiliation with 
the parent, cannot be considered in com- 
puting the 1948 consolidated net operat- 
ing loss deduction. Houston Oil Field 
Material Co., Inc., CA-5, 2/26/58. 


Distributing operation not separate busi- 
ness; spin-off is taxable. A soft drink 
bottling company distributed its bever- 
ages through facilities in different locali- 
ties. It transferred its distributing opera- 
tions at three of the locations to three 
new corporations in return for their 
capital stock and then distributed the 
stock to its stockholders on a pro rata 
basis. The distribution of the stock in 
the three corporations is held to con- 
stitute a dividend. It does not qualify as 
a tax free divisive reorganization under 
Section 355 because the operations at 
the three locations are not considered 
separate businesses, but part of one in- 
tegrated enterprise. [See page 274—Ed.] 
Rev. Rul. 58-54. 


Transfer of properties to controlled 
corporation a sale rather than a non- 
taxable exchange. A transfer of prop- 
erties to a corporation for $50,000 in 
cash and an installment note of $2,450,- 
000, payable in 49 yearly installments, 
is held to constitute a taxable sale 
rather than a tax-free exchange within 
1939 


even though the 


the meaning of Code _ Section 
112(b)(5), 


received stock in the corporation in 


transferors 


proportion to their former interests. The 
conveyance used the language “do here- 
by grant, sell and convey”; the deferred 
payments were evidenced by a vendor's 
lien; and all the parties in interest re- 
ferred to the transaction as an install- 
ment sale. An alternative contention by 
the transferors that the corporation was 
inadequately capitalized and that the 
installment note was not a corporate 
obligation but represented only a re- 
ceipt for a capital contribution was re- 
jected. Shannon, 29 TC No. 80. 

Tax-free incorporation valid though 
original stock issued on erroneous repre- 
sentation. A partnership transferred its 
property to tax payer-corporation solely 
in exchange for all the outstanding 
shares upon its representation to the 
California Corporation Commission that 
the net value of the assets transferred 
was $70,000. Later, after more than 20% 
of the stock had been sold to the public, 
it was learned that the assets had been 
overstated. They were given a corrected 
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value of $49,000 and new stock was au- 
thorized by the Commission which was 
exchanged for the old ‘shares. Taxpayer 
contended the the 
acquired on the exchange was not the 


basis of assets 
same as that of the transferor pursuant 
to 1939 Code Section 112 (b) (5) because 
it did not exchange valid stock for the 
assets, and when the new “corrective” 
shares were authorized, the transferors 
were no longer in control of taxpayer. 
The court disagrees, holding the basis 
of the assets the same as that of the 
transferor. Immediately after the ex- 
change the transferor did control over 
80% of taxpayer’s stock and for purposes 
of determining control only stock ac- 
tually issued as of the basic date is con- 
sidered. The fact that subsequently addi- 
tional stock was issued to the public for 
cash or that subsequently new stock 
was issued in exchange for the original 
shares did not revoke or rescind the 
original issue for which the assets were 
actually exchanged. Lodi Iron Works, 
Inc., 29 TC No. 79. 

Taxpayer sold and mother bought 
through same investment counsel; loss 
disallowed. Investment counsel sold cer- 
tain securities from taxpayer’s portfolio 
to realize short-term losses. On the same 
day, the investment counsel purchased 
number of 
stocks for the mother. 


approximately the same 
shares of these 
The court agrees with the district court 
and disallows the loss, following Mc- 
Williams (331 U.S. 694), in which a hus- 
band directed his broker to sell certain 
shares for him and to buy the same 
issues for his wife. The loss on that sale 
was disallowed as on a sale between re- 
lated parties, though in fact the pur- 
chases and sales were made to strangers 
through the ordinary exchange proce- 
dure used by everyone. However, the 
lower court erred in disallowing the loss 
when 28 days elapsed between the son’s 
sale and the subsequent purchase by the 
mother. The statute disallowing losses 
on sales between related parties con- 
tains no time limit and has been inter- 
preted as applying to indirect sales which 
are practically simultaneous and 28 days 
apart is not simultaneous. Norton, CA-5, 
1/9/58. 


Sale and leaseback of realty upheld; no 
bargain sale or unreasonable rental. Be- 
cause taxpayer-corporation’s farm imple- 
ment business required many and con- 
tinuing financial commitments, it was 
deemed advisable, from a financial stand- 


point, to have a separate corporation 
own a contemplated development of real 
estate. Taxpayer therefore sold its real 
estate to a newly formed corporation 
whose stock was owned by the children 
of taxpayer's stockholders, then 
leased back the property together with 


and 


other property at a rental based on a 
percentage of sales. The court finds no 
“bargain sale” was effected so that tax- 
payer’s stockholders could not have re- 
ceived a taxable dividend distribution 
as a result of the sale. Furthermore, it 
finds taxpayer’s accrual of rentals for the 
continued use and possession of the 
property were not unreasonable but 
were fully deductible as rental expense. 
Southern Ford Tractor Corp., 29 TC 
No. 90. 


Key-man self-insurance fund not un- 
surplus. 
Since its founding more than 50 years 


reasonable accumulation of 
ago, taxpayer corporation has followed 
a very conservative fiscal policy; since 
1944 the corporation has been setting 
aside part of its surplus in a self-insur- 
ance fund against key-man disability. 
The amounts so set aside were deter- 
mined with reference to commercial 
policy costs. The court finds there has 
been no intent to avoid the surtax on 
the stockholders by the unreasonable 
accumulation of income. It noted that 
the dividends the corporation paid bore 
no relation to fluctuations in the prin- 
cipal stockholder’s income. This fact, the 
court said, showed the absence of the 
forbidden intent. Bradford-Robinson 


Printing Co., DC Colo., 12/18/57. 


Penalty surtax imposed for unreason- 
able accumulation. A sand-and-gravel 
firm owned by two individuals depleted 
its large accumulation of earnings for 
1945 and 1946 through an expansion 
program carried out in 1947 and 1948. 
The Tax Court held there was no un- 
reasonable accumulation for the four- 
year period. But it imposed the Section 
102 penalty surtax for the years 1949 to 
1952, when working capital was sub- 
stantially in excess of the annual operat- 
ing expenses and no valid business pur- 
pose was advanced for the accumulation. 
[The court puts considerable weight on 
a motion made in 1949 by the minority 
stockholder that the company did not 
need the funds and that he had been 
advised a penalty tax was likely if divi- 
dends were not declared.—Ed.] The Sec- 
tion 102 penalty was also imposed on a 
subsidiary, all but four of whose shares 
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were held by the taxpayer. The Tax 
Court held the subsidiary failed to prove 
that the earnings were not accumulated 
with intent to evade the surtax upon its 
This both 
as to the parent and the subsidiary. 
Hedberg-Freidheim 
CA-8, 2/6/58. 


stockholders. court affirms 


Contracting Co., 


Subsidiary’s distribution to parent in- 
sufficient to satisfy preferred stock; loss 
on common recognized. Taxpayer-corpo- 
ration owned all of the common and 
preferred stock of its subsidiary. On 
liquidation of the subsidiary, taxpayer 
received assets insufficient to meet the 
liquidation rights of the preferred. It 
claimed a loss on the common despite 
1939 Section 
112 (b) (6) denying gain or loss on liqui- 


the provision of Code 
dation of a subsidiary. [Same as 1954 
Code Section 332.—Ed.] A majority of 
the Tax Court upheld the taxpayer and 
this court agrees. The non-recognition 
provisions on the liquidation of a sub- 
sidiary will apply only when there is a 
distribution in liquidation of the com- 
mon or voting stock. Here the pre- 
ferred stock claims captured all the assets 
and there was nothing left to distribute 
to the parent as a common stockholder 
in the subsidiary. There is no authority 
for aggregating the parent’s common and 
preferred stock interests in applying the 
non-recognition rule. Spaulding Bakeries, 
Inc., CA-2, 2/26/58. 


Cost of stock not basis of assets of pur- 
chased corporation (Old Law). In 1951 
taxpayer paid $8.5 million for the stock 
of a corporation the principal asset of 
which was timber with a basis of $2.5 
million. In 1953 taxpayer merged with 
the purchased corporation. The court in- 
structed the jury that, unless taxpayer 
purchased the stock with the ‘intent of 
acquiring the timber, and it retained 
this intent until the merger, it could not 
get the stepped-up basis of $8.5 million. 
The jury found for the government. 
[Under the 1954 Code the assets of a 
corporation, liquidated shortly after 
acquisition of the stock of the corpora- 
tion, take as their basis the cost of the 
stock, not the basis in the hands of the 
old corporation.—Ed.] 


Corp., DC Ga., 1/11/58. 


Georgia-Pacific 


Liquidation loss computed on whole in- 
vestment, not each share. Taxpayers 
owned stock purchased at varying prices. 
When the corporation liquidated in 
1952, they were entitled to $10 a share 
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for the stock, $7 immediately and the 
balance in mortgage notes payable over 
the next two years. It was conceded the 
notes were worth face value. They re- 
ported a gain on the shares which cost 
less than $10. They now sue for refund 
because their total loss on the entire in- 
vestment was $100,000. The court holds 
fore taxpayer that the stock should be 
regarded as a block and the $100,000 loss 
is allowed as a capital loss in 1952. 
Palmer, DC Conn., 2/11/58. 


Stockholder has taxable gain on com- 
plete liquidation though appreciation 
was pre-1913 (Old Law). Taxpayer 
owned stock in a corporation which 
liquidated in 1952. Most of the distribu- 
tion in liquidation represented an in- 
crease in value of assets prior to 1913, 
realized thereafter. He argued that, 
under the 1939 Code, distributions out 
of pre-1913 earned appreciation were 
exempt; the district court held, however, 
that the specific rule taxing liquidations 
must be applied. This court affirms say- 
ing that the rule on liquidations is too 
plain to be ignored. [The 1954 Code 
specifically provides that the rules ap- 
plicable to distributions in general shall 
not be applied to liquidations.—Ed.| 
Schaefer, CA-6, 2/19/58. 


Growing hop crop valued. The Tax 
Court determined the fair market value 
of a growing hop crop which had been 
acquired as a liquidating dividend in ex- 
change for stock. This court affirms the 
Tax Court’s finding. Williams Estate, 
CA-9, 1/28/58. 


Stockholder-president’s salary held rea- 
sonable. Taxpayer corporation increased 
the salary of its president and principal 
stockholder from $25,000 a year to $75.- 
000 a year. The Commissioner disallowed 
all but $12,000 of the increase. The 
court allows the full $75,000 as a de- 
duction. No opinion is reported; how- 
ever, the facts show there was expert 
testimony that the salary was reasonable. 
Moreover, the court found that the rea- 
son for the low salary in the preceding 
years was to make available funds for 
the expansion of the business. Rust- 
Oleum Corp., DC Ill., 2/5/58. 


No tax benefit from excess depreciation 
on consolidated loss return. The general 
rule is that the basis of property must 
be reduced by depreciation “allowed or 
allowable,” whichever is greater. How- 
ever, for years through 1952, if the tax- 


payer makes a proper election, the basis 
will not be reduced by allowed deprecia- 
tion in excess of the allowable which re- 
sulted in no tax benefit. The IRS here 
considers the question whether excessive 
depreciation taken, and therefore al- 
lowed, on a consolidated return which 
showed a net consolidated loss resulted 
in a tax benefit. If taxpayer had filed a 
separate return, it would have had tax- 
able income. The Service concludes that, 
in accordance with the cases on recovery 
exclusion items, the tax contemplated 
by the statute is that on the return 
actually filed. Since in this case the ex- 
cessive depreciation resulted in no re- 
duction in tax on the return actually 
filed, there was no benefit and the 
basis of the property need not be re- 
duced by the excessive amount. Rev. 
Rul. 58-62. 


Subsidiaries’ losses not attributable to 
parent. Taxpayers were stockholders of 
a corporation which made a distribution 
when it had enough earnings and profits 
to qualify the distribution as a dividend; 
however, its subsidiaries had deficits 
larger than the parent’s surplus. The 
group had filed consolidated returns 
ever since its formation and the parent 
had followed the policy of reimbursing 
the subsidiaries for their losses; they had 
paid over any profits. The court holds 
that taxpayer-stockholders received a 
dividend. That the corporations may be 
considered as one taxpayer for the pur- 
pose of the corporation tax does not 
affect their individuality for the purpose 
of determining what is a dividend. The 
reimbursing of the losses of the sub- 
sidiaries by the corporation is an in- 
crease in the capital investment of the 
parent in the subsidiary. 
DC Ohio, 1/9/58. 


Freedman, 


Accounting period of subsidiary must 
conform to that of parent. The account- 
ing period of a subsidiary corporation 
which joins in a consolidated return must 
conform to that of the parent as of the 
date its income first becomes includible 
in a consolidated return. Accordingly, 
if a subsidiary employing an accounting 
period other than that of the parent 
files a consent to be included in the 
consolidated return, the consent acts as 
an automatic request to the Commis- 
sioner that it be permitted to change its 
accounting period. The taxable income 
of the subsidiary for the short-period re- 
turn required to effect the change must 
be annualized. Rev. Rul. 57-602. 
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Breck and Panhandle; impracticality of 


judicial standards for interstate taxation 


by JOHN DANE, JR. 


Any lingering doubt that a uniform statutory approach is required to solve the 


problem of allocation should have been dispelled by two recent judicial decisions 


involving the question: Panhandle Eastern Pipe and John H. Breck Inc. Mr. Dane 


analyses these decisions—rendered by the highest courts of Massachusetts and 


Michigan—to emphasize ineffectiveness of judicial attempts to cope with problem. 


I ALL CORPORATE TAXES were collected 
by the national 


should never be faced with the question 


government, we 


of how best to apportion the tax pay- 
ments of a single business organization 
among the various states in which it 
operates. 

Court pronouncements on the alloca- 
tion problem can be analyzed from two 
different points of view. The usual dis- 
cussion of this subject is directed toward 
attempting to forecast, on the basis of 
past decisions, how a particular court 
will decide on a particular set of facts. 
Our primary interest, however, is in the 
general aspects of the allocation prob- 
lem—how, taking all the states of the 
Union and all the businesses of the coun- 
more than one 


try which operate in 


state, we can arrive at a method where- 
by the taxpaying capacity of such cor- 
porations may fairly and practically be 
apportioned among the various states in 
which they do business. 

The purpose of making this analysis 
is to test the operation of the judicial 
process as a way out of the allocation 
quagmire. 

The two cases I wish to discuss par- 
ticularly are Panhandle Eastern Pipe 
Line Co., 346 Mich. 50, cert. den. 352 
U.S. 890, and John H. Breck Inc., 1957 
Mass. Adv. Sheets 929. 

In any given case it is most important 
to identify the subject of the particular 


tax in question, the measure of the tax 
and the rate of the tax. Confusion al- 
ways arises unless the court distinguishes 
between the subject of the tax and the 
measure. For instance, the Supreme 
Court has struck down a state intangible 
personal property tax on a corporation's 
capital and surplus which allowed no 
deduction for the principal amount of 
certain United States bonds and accrued 
interest thereon (New Jersey Realty 
Title Insurance Co., 338 U.S. 665), but 
has sustained a franchise tax upon a 
corporation’s net worth which included 
the value of such securities (Werner 
Machine Co., Inc., 350 U.S. 492). It was 
failure to determine correctly the meas- 
that led, in the Breck 
case, to the reversal of the trial court’s 


ure of the tax 
decision by the Supreme Judicial Court 
of Massachusetts. 

The Massachusetts corporation excise 
the Breck case is, in the 
words of Mr. Justice Cutter’s opinion, 


involved in 


“An excise on the privilege of each 
domestic business corporation to engage 
in business based upon its corporate 
existence (and possession of its corporate 
franchise) during the taxable year, with- 
out regard to whether any business was 
done.” 

Thus corporate existence was the sub- 
ject of the tax. The measure of the tax 
was in part net income allocable to Mas- 
sachusetts and in part corporate excess 


The 
provided that certain classes of non- 


allocable to Massachusetts. statute 
operating income should be allocated to 
Massachusetts and that the remainder of 
net income should be allocated on a 
three-way formula: 

1. tangible property in Massachusetts 
divided by total tangible property times 
lf of net income. 

2. wages and compensation paid in 
Massachusetts total 
and compensation times 14 of net in- 


divided by wages 
come. 

3. gross receipts assignable to Massa- 
chusetts divided by total gross receipts 
times 14 of net income. 

The sole issue in the case was with re- 
spect to the application of the gross re- 
ceipts fraction. Under the Massachusetts 
statute, gross receipts are allocated to 
Massachusetts except in the case of sales 
“negotiated or effected by agents 
chiefly situated at, connected with or 
sent out from premises . . . outside the 
commonwealth.”! Acting under this stat- 
ute, the State the 
Breck case, included in the numerator 


Tax Commission, in 


of the sales fraction those sales to out- 
had 


of Massachusetts 


of-state customers where delivery 


been made _ outside 


from stock in Massachusetts. In some 
cases the salesmen making the sales were 
residents of Massachusetts; in some they 
were non-residents. To this action, the 
taxpayer took exception on the ground 
that the 
Massachusetts by a 


the 


allocation of net income to 
formula which in- 
of the 
fraction gross receipts from sales in in- 
the 


merce Clause and the Due Process Clause 


cluded in numerator sales 


terstate commerce violated Com- 
of the Federal Constitution. 

The taxpayer relied primarily on 
Ford Motor Company, 308 Mass. 558, 
which involved the imposition on a for- 
eign corporation of a minimum excise 
equal to 1/20 of 1% of its gross receipts 
assignable to Massachusetts. In that case, 
the court held that the statute could not 
be applied to bring any interstate busi- 
ness within the Ford company’s gross 
receipts assignable to Massachusetts. 

The Appellate Tax Board, following 
the Ford case, held that the interstate 
sales in question “could not be used as a 
basis for a tax on gross receipts.” The 
State that 
the Board erred “in having considered 


Tax Commission contended 


the assessment as a direct tax on gross 
receipts rather than an excise measured 
by applying the statutory formula 

to a portion of the net income of” Breck. 


1 Mass. General Laws, Chapter 63, section 38. 
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In reversing the Board, the Supreme 
State 
Tax Commission that the tax at issue in 


Judicial Court agreed with the 


the Breck case was “not a tax upon or 
measured by gross receipts.” and called 
attention to the fact that, so far as the 
net income measure was concerned 
(which was the sole measure at issue in 
the case), the tax would be zero unless 
the corporation had net income. It dis- 
Ford 
pointing out that in that case gross re- 


tinguished the case, supra, by 
ceipts assignable to Massachusetts were 
used directly as the measure of the ex- 
cise rather than as a means of allocating 
net income as was the situation in the 
Breck case. 

\fter an extended analysis of the 
relevant decisions of the Supreme Court 
of the United States, the court held, in 
the Bree k 


either the Commerce Clause or the Due 


case, that no violation of 
Process Clause resulted from the use of 
the interstate sales in question in the 
apportionment of net income taxable in 
Massachusetts. The court found it per- 
missible under the Commerce Clause, in 
the imposition of a tax on a domestic 
corporation for possessing or exercising 
its corporate privileges, to measure the 
tax by net income apportioned in a 
practical but not necessarily precise way 
so as to give a reasonable and rough 
approximation of values attributable to 
the taxing state granting the privileges. 
The court found it immaterial that net 
income from interstate transactions (and 
the value given to intrastate privileges 
by the m) may be taken into account rea- 
sonably in the tax computations. 

Che court went on to consider the tax- 
payer's further contention that the ag- 
gregate effect of the tax, as assessed by 
the Commission, was so unreasonable 
that it operated to reach profits in no 
just sense attributable to transactions 
within the jurisdiction of Massachusetts. 
The court disposed of this point by say- 
ing that the elimination of the disputed 
sales in question would have reduced 
the allocation percentage from 71% to 
57%, and that no evidence had been 
introduced by the taxpayer to prove 
that an allocation to Massachusetts of 
71% of net income necessarily resulted 
in over-valuation by fourteen percen- 
tage points of the aggregate intrastate 
privileges subject to tax. 

Finally, the court discussed the tax- 
that the 


involved the risk of 


payer’s contention Commis- 


sion’s allocation 
double taxation of the same sales be- 
cause, under decisions of the Supreme 


Court, New York could impose taxes 
upon the sale or use of the goods in 
question. The court found an easy an- 
swer to this, namely, that the tax before 
it was not a sales or use tax but an ex- 
cise on corporate privileges based on a 
net income measure designed to reflect 
solely Massachusetts values, and that no 
other state could impose a tax on those 
privileges or values. The court went on 
other state should 
impose an excise on Breck for doing 


to say that, if any 
business in such other state with the re- 
sult of a minor overlapping of measures 
of net income. this would be at most 
“an inconsequential result of the ‘hon- 
est state efforts to make apportionments’ 

. intended to reach a fair approxima- 
tion of the value of the respective privi- 
leges subject to tax. Any inaccuracy 
would be well within the limits of action 
permitted to the states.” 

While these last two points raised by 
Justice Cutter’s opinion in the Breck 
case took up only a small fraction of the 
total length of the opinion, they are, 
from the point of view of the practical 
businessman, even if not from that of 
the constitutional lawyer, of the very 
greatest importance and I plan to return 
to a further discussion of them after a 
brief analysis of the other recent case 
on this subject. 


Panhandle Eastern Pipe Line 


In the second 


Panhandle 


case considered, the 
Pipe 


supra, the Supreme Court of Michigan 


Eastern Line case, 
nowhere in its opinion gives us any 
clearcut statement of what the subject 
of the tax is, but an analysis of the 
statute indicates that the subject of the 
tax was the privilege of engaging in in- 
trastate commerce. The measure of the 
tax was the paid-up capital and surplus 
attributable to Michigan determined by 
the application of a Massachusetts-type 
three-factor formula based on property, 
payroll and sales. As in the Breck case, 
the dispute arose with respect to the 
sales factor of the formula since the 
Michigan law required that 50% of sales 
of goods brought in from out of state 
and sold in Michigan was to be included 
in the numerator of this factor. 

The taxpayer, the Panhandle Eastern 
Pipe Line Co., was a foreign corpora- 
tion engaged in the production, pur- 
chase, transportation and sale of natural 
gas. It sold gas in Michigan at whole- 
sale. Only about 6% of the total gas 
sales which Panhandle made in Michi- 
gan were of gas produced in that state. 
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The balance of the gas sold was pro- 
duced or purchased elsewhere, mainly in 
Texas, Oklahoma and Kansas. 

The Supreme Court of Michigan held 
that the tax Commerce 
Clause. Sales of gas brought into Michi- 


violated the 


gan from other states, 50°% of which was 
included in the numerator of the sales 
factor, were interstate sales and to in- 
clude any part of them in the formula 
would constitute an invalid tax on in- 
terstate commerce. In the court’s view, 
the sales of gas produced in Michigan 
could be separated from the sales of gas 
brought in from other states. Such in- 
terstate court felt, 
completely severable and unrelated to its 


business was, the 
intrastate business. 

Let us stop now for a moment and 
Panhandle Breck. In 
Breck, the court specifically found that 


compare with 
the tax was “on the privilege of each 
domestic corporation to engage in busi- 
ness based upon its corporate existence 
(and possession of its corporate fran- 
chise) during the taxable year, without 
In Pan- 
handle, the court nowhere states just 


regard to any business done.” 


what it considers the subject of the tax 
to be and this failure has, I submit, led 
the Michigan court into exactly the same 
error that the Appellate Tax Board fell 
into in Breck. Each of these tribunals 
assumed that the interstate sales in ques- 
tion were being used as a measure of the 
tax. This was not the case. In Breck, net 
income was the measure of the tax and 
interstate sales were used merely in the 
allocation of such net income. In Pan- 
handle, paid-up capital and surplus was 
the measure of the tax, and the inter- 
state sales were used solely to determine 
the portion of such capital and surplus 
which was allocable to Michigan. 


Limitations of judicial approach 

The foregoing analysis of the Breck 
and Panhandle cases indicates the limi- 
tations of the judicial approach to the 
allocation problem. All that the courts 
do is to decide whether or not a parti- 
cular allocation formula provided for in 
a statute violates the Commerce Clause 
of the Federal Constitution. If the court 
finds, as it did in the Ford case, that the 


[John Dane, Jr., is Associate Commis- 
stoner of Corporations and Taxation of 
the Commonwealth of Massachusetts. 
This article is based on a paper written 
for the Forty-fifth Annual Conference 
on Taxation of the New England State 
Tax Officials Association.] 
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tax, even though imposed on a proper 
subject—the right to do intrastate com- 
merce—is measured by interstate sales, 
it must strike down the tax as an im- 
proper burden on interstate commerce. 
If, on 


are used merely in the allocation of net 


the other hand, interstate sales 


income—net income being the measure 


of the tax—no violation of the Com- 
merce Clause necessarily exists. 

Ihe vice of the Commerce Clause ap- 
proach is that it sees everything all black 
or all white. Such an approach may be 
all very well in a field such as that of 
the constitutional right of an individ- 
ual to vote, but it does not make much 
sense in the area of taxation of busi- 
ness enterprises. To say that a state may 
not, under the Commerce Clause, im- 
pose a franchise tax measured by net 
income on a corporation engaged solely 
in interstate commerce within its bor- 
ders, as in Spector Motor Service, Inc., 
340 U.S. 602, but that it may impose an 
circum- 
stances, as in West Publishing Co., 328 


U.S. 823, may be satisfying to constitu- 


income tax under the same 


tional lawyers, but it is thoroughly frus- 
trating to practical tax administrators 
and practical businessmen. To such prac- 
tical men, the question does not frame 
itself in absolutes. The pertinent ques- 
tion to them is not, “Does this tax im- 
pose an unconstitutional burden on in- 
Chey tend to think 
of it more in this light—corporation X 
does business in states A, B and C. As- 


terstate commerce?” 


suming that it has a certain taxpaying 
potential, how should this be most equit- 
ably divided among these states. 

This question could, to a certain ex- 
tent, be answered by reference to the 
Due Process Clause of the Federal Con- 
stitution. The question—is a statutory 
method of allocation so arbitrary as to 
amount to deprivation of property with- 
out due process of law?—is certainly a 
meaningful one. James E. Sabine, Assis- 
tant Attorney General of California, 
took this approach when he recently 
said: 

“In the Panhandle case, it would seem 
that, instead of in effect holding that 
inclusion in the formula of 50% of the 
interstate sales would constitute an in- 
valid tax on 
Michigan 


interstate commerce, the 
Supreme Court should have 
directed its attention to whether includ- 
ing 50% of the interstate sales in the 
formula was unreasonable as a matter 
of due process of law and would allocate 
more property value to Michigan than 
was reasonably attributable to that state.” 
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The trouble is that courts do not us- 
ually care to decide questions of degree 
when they can answer questions of kind. 
They would prefer to confine themselves 
to saying that a tax is, or is not, a bur- 
den on interstate commerce, rather than 
saying that, taking all factors into con- 
sideration, a particular allocation vio- 
lates due process. The question of where 
to draw the line is always a difficult one. 

In the Breck case, the taxpayer urged 
that the action of the State Tax Com- 
violated both the Commerce 
Clause and the Due Process Clause. The 
applicability of the Due Process Clause 


mission 


was dealt with by the court in the fol- 
lowing footnote: 

“Only questions with respect to the 
effect of the excise here involved upon 
interstate commerce have been serious- 
ly argued. The Appellate Tax Board did 
not deal with any question of due proc- 
ess. The cases which seem controlling 
on the interstate commerce issue seem 
also to control any question which might 
be raised on the issue of due process.” 

However, in the closing paragraphs of 
its opinion in the Breck case, the court 
in substance concerned itself with due 
process problems when it stated: 

“There are no findings of fact by the 
Appellate Tax Board and no evidence 
on which could be based a ruling that 
an allocation to Massachusetts of 71% of 
net income (as required by the total ef- 
fect of the 
must be viewed as a whole) necessarily 


statutory formula, which 
resulted in over-valuation, by fourteen 
percentage points, of the aggregate in- 
. subjected to tax.” 

One wonders how the opinion of the 
court would have read if the difference 
in allocating percentage had been, not 


trastate privileges . . 


14, but 50 percentage points. 


No criticism intended 


The foregoing is not fo be construed 
role which the 
courts have played in allocation cases. 


as a criticism of the 
They have answered the questions which 
have been put to them. These have been 
constitutional questions and the ques- 
tioners have received back constitutional 
answers. If the courts have preferred the 
relative Commerce 
Clause to the uncertainty of due proc- 
ess, they can hardly be blamed for this. 
A fault may lie in phrasing a decision 
in terms of the Commerce Clause when 
in reality their basic criteria of decision 
have had a closer relation to due proc- 


certainty of the 


ess. There has been a basic reluctance 
to pin the due process tail on this par- 


ticular tax donkey. But the point is that 
the basic question is not whether a par- 
ticular allocation violates a particular 
constitutional rather 
what is the fairest over-all method of al- 


taken as 


provision, but 


location. Tax administrators, 
a group, want to be sure that all the tax- 
able base of a given corporation is 
taxed in one state or another. Corporate 
managers want to be sure that they are 
not taxed in two different states on the 
same tax base. 

The allocation problem cannot be 
solved merely by having courts decide in 
particular cases whether or not some 
constitutional provision has been vio- 
lated. An over-all attempt must be made 
to secure efficiency and equity in taxa- 
tion. But, you ask, how can this be 
achieved. A very practical answer to this 
question has been given by Mr. Jerome 
R. Hellerstein [5 JTAX 303, Novem- 
ber 1956]. He points out that Congress 
has ample power under the Commerce 
Clause to deal with the problem of state 
taxation of This 
power has been exercised in the field of 
unemployment insurance taxes, where 
Congress has authorized the states to ap- 
ply these taxes equally to local and in- 
terstate business, something which the 
states could not have done in the ab- 
authorization. Another 


interstate commerce. 


sence of such 
example of such Congressional authori- 
zation is the legislation facilitating col- 
lection of state taxes on interstate ship- 
ments of cigarettes. 

The essence of Mr. Hellerstein’s sug- 
gestion is as follows: 

“Congress could, for example, estab- 
lish an administrative agency charged 
with the duty of promulgating uniform 
allocation formulae and methods; the 
legislation could provide that no state 
may impose certain specified levies on a 
business engaged partially or wholly in 
interstate commerce, unless it adopts the 
allocation methods prescribed by the ad- 
ministrative agency .... 

“Congress would not dictate the types 
of levies or rates of tax to be imposed, 
but it would, through an expert agency, 
prescribe uniform allocation methods 
for similar taxes or perhaps designate a 
single state for the imposition of speci- 
fied types of taxes which the states 
would be bound to apply if they sought 
to tax interstate businesses.” 

Perhaps, by holding out to the states 
the tempting bait of being able to col- 
lect a tax on hitherto exempt interstate 
transactions, the adoption of a uniform 
allocation statute can be hastened. w 
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New state & local decisions 





Penn. Franchise Tax upheld on out-of- 
state assets. Pennsylvania’s franchise tax, 
measured by capital stock, is imposed 
on the privilege of doing business in the 
state with the value of the latter de- 
termined on the basis of a three-factor 
formula: assets, payroll and sales. The 
court holds that out-of-state assets are 
properly includible in the tax base of a 
foreign corporation. The taxpayer con- 
tended that the tax was a property tax 
and that therefore extra-territorial assets 
could not be included in arriving at the 
taxable valuation. The court, however, 
held that the franchise tax was not a 
property tax but an excise tax on the 
privilege of doing business in Pennsyl- 
vania and that the incidence of the tax 
was upon the value of the franchise and 
not upon the property itself. National 
Biscuit Co., Sp. Ct. Penn., 11/11/57. 


Utility Franchise Tax invalid. The New 
Hampshire tax on the value of the 
franchise of electric power companies 
held The 


essential point of the court’s opinion 


has been unconstitutional. 
was that the statute, in effect, required 
earnings available for common stock to 
be capitalized at the rate which the 
utility is permitted to earn on all its 
property. This, the court said, would re- 
sult in a confiscatory assessment. Even 
though the tax commission did not use 
this method of valuing the franchise, the 
court said it was the one required by the 
statute and no other method of valua- 
tion could be substituted for it. Lacking 
a standard of valuation, the whole sta- 
tute is void and no tax may be levied 
under its provisions. Public Service Co., 
Sp. Ct. N. H., 11/26/57. 


Tax by state of negotiation upheld. 
Taxpayer's local sales office contacted 
prospective customers, accepted the 
orders giving final approval, forwarded 
the orders to the manufacturer for con- 
firmation and handled the billing and 
collections. The taxpayer obtained about 
75% of the products it sold from other 
manufacturers outside the Most 
of the goods were priced at the place of 
manufacture and shipped f.o.b. direct 


State. 


to the purchaser under purchase con- 
tracts which passed title to the buyers 
at the place of shipment. In ruling that 
the gross proceeds of the local sales 
office were subject to the Washington tax 


on gross proceeds, the court held that 
there was no question of apportionment 
since no part of the tax was on manu- 
facturing or other out-of-state activities. 
Since the sales were negotiated in Wash- 
ington, the court said, the fact that de- 
livery was made direct to the purchaser 
did not change the nature of the local 
transaction. U. S. Steel, Sp. Ct. Wash., 
10/31/57. 


Use tax on U. S. contractor upheld. A 
contractor doing construction work for 
the United States on a Federal reserva- 
tion was required to furnish the neces- 
sary materials. Title to the materials or 
to the work in which the materials were 
incorporated passed to the Federal Gov- 
ernment after approval by its representa- 
tive and after full or partial payment 
had been made to the contractor. Ma- 
terial and workmanship rejected by the 
Government had to be replaced or re- 
done by the contractor at his own ex- 
pense. The court held that under the 
contract the contractor and not the 
Government became the owner of the 
materials, since the latter was not re- 
quired to pay for them until after their 
installation and could not deny payment 
if the installation did not meet specifica- 
tions. It ruled, therefore, that the use 
tax on materials purchased out-of-state 
for use in such construction did not fall 
on Government property but was a 
valid imposition on the _ contractor 
McKee, Sp. Ct. N. Mex., 9/23/57. 


Sales tax on some food sales to military. 
An Illinois taxpayer sold foodstuffs to 
the Federal 
utilized in three different ways. Some 


Government which were 
were prepared in mess halls operated 
by the military establishment to feed 
noncommissioned officers and enlisted 
personnel. Some were prepared in mess 
halls in which commissioned officers and 
civilian employees were fed. Some were 
sold to post exchanges. Taxpayer con- 
tended that it was not subject to the 
Retailers’ (sales) 
Tax on the ground that the transactions 
were not sales at retail since the food 
was resold to armed forces personnel for 
a valuable consideration. The court up- 
held the taxpayer’s contention with re- 
spect to food used by the Government 
post exchanges and in the commissioned 
officers’ and civilian employees’ mess hall 


Illinois Occupation 
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since the former resold the food and the 
latter charged for the meals served. It 
construed sales of food used in enlisted 
men’s mess halls to be taxable retail 
sales, however, since the food here was 
served at Government expense without 
charge to the recipients. Beatrice Foods 
Co., Sp. Ct. IL, 11/20/57. 


Maryland puts sales tax on 
labor charges 


A NEw regulation added to the Mary- 
land sales and use tax acts provides that 
the tax be charged on the full selling 
price for the production or fabrication 
of tangible personal property on special 
orders even though charges for labor 
are segregated from the cost of materials. 
Applicable to the production of any 
new items, the rule applies with equal 
force to those situations where the ma- 
terials are furnished by the customer 
and the fabrication consists wholly of 
labor. Examples are: services performed 
by a steel fabricator or machine shop 
performing services on materials fur- 
nished by the customer; a tailor making 
a suit from materials furnished by the 
customer; and the making of draperies 
and slipcovers from materials furnished 
by the customer. 

The test applied under the regula- 
tion is this: if the labor is expended in 
producing a new item, it is subject to 
the tax. If the labor is expended in re- 
pairing or altering existing property be- 
longing to another to restore the item 
to its original condition or usefulness, 
the tax does not apply to the labor. 


Colorado ends installment 
payments of income tax 


CoLorapo Has repealed a provision al- 
lowing taxpayers to pay income taxes 
in four equal installments. Under the 
new law, beginning with tax years end- 
ing on or after December 31, 1957, taxes 
must be paid in full on the fifteenth day 
of the fourth month following the close 
of the taxable year. Colorado, in 1955, 
provided for the withholding of income 


“ 


taxes from salaries and wages. wy 





The reports here on_ significant 
new state tax decisions are provided 
through the of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 


cooperation 














282 +¢ The Journal -.of Taxation 


“THE TAXATION OF INDIVIDUALS 


sonal tax 


BY BENJAMIN HARROW, J.D., CPA. 





¢ May 1958 


problems © 


What to do about expense accounts now 


that IRS has issued new rules 


VE IRS has come up with what must 
T be considered a reasonable solution 
to the furor over deductibility of travel 
and entertainment expenses. Essential- 
ly, the new proposed regulations don’t 
change the rules much; the net result is 
that most taxpayers will do about what 
they had been doing before the storm 
over line 6(a) arose last autumn. 

One great virtue of the new regula- 
tion is that it clears the air. It removes 
the old, but not-enforced, rule that re- 
ceipts by the taxpayer in respect of such 
expenses had to be reported on Form 
1040. In specifying what must be and 
what need not be reported, the Service 
will make everyone’s life easier. 

Two points need to be emphasized. 
The new regulations reestablish with a 
new clarity and vigor the basic princi- 
ples of accounting and tax law which 
have governed handling of expense ac- 
counts. The advice of lawyers and ac- 
countants offered during the confused 
period continues to be a correct and 
workable guide to taxpayers. [A reprint 
pamphlet of the principal articles and 
cases on this subject has recently been 
compiled by The Journal of Taxation 
and published as No. 5 in the Practi- 
tioner’s Guide Series. It is available for 
$2 per copy from The Journal office. It 
is 68 pages plus cover, 6 x 9 inches.] 

The second point is that some of the 
language in the proposed regulations is 
not as clear as it might be. Paragraph 
19.1-2 says: ‘““The employee need not re- 
incurred by an 
employee solely for the benefit of the 


port - +. expenses . 


employer for which he accounts to his 
employer and which are charged direct- 
ly or indirectly to the employer or for 
which the employee is paid... .” 
Paragraph 19.1-3, covering expenses 
for which the employee does not have to 
account to his employer, says: ““The tax- 
payer must submit the following infor- 
mation on his tax return in connection 


with expenses for travel, transportation, 
entertainment, and similar purposes in- 
curred by an employee for which he does 
not account to his employer, and which 
are paid or incurred by the employee 
under a reimbursement or other expense 
allowance arrangement with his employ- 
er or are otherwise charged directly or 
indirectly to his employer... .” 

The language of these two paragraphs, 
the first of which requires reporting and 
the second of which does not require 
reporting, are so similar as to be con- 
fusing. In 19.1-3 use of the word “reim- 
bursement” certainly sounds as though 
it were a conventional expense-account 
arrangement, not the “flat allowance” 
type which seems clearly to be the tar- 
get of this paragraph. Apparently the 
distinction turns on the detail of re- 
porting to the employer; if expenses are 
itemized to the employer, they need not 
be reported; if not itemized, then they 
must be reported. 


Area for caution 


Nothing in the new regulations weak- 
ens the right of the IRS to ask for proof 
of any deduction. It still remains as 
clear as it has always been that the IRS 
is interested in those taxpayers whose 
affairs are such that they could very 
easily cheat on their expense accounts. 
This applies particularly to proprietors 
and owners of controlled corporations, 
certain occupational groups, and those 
who get flat allowances for expenses. In 
taking the heat off the small taxpayer, 
the IRS is at the same time concentrat- 
ing its attention on the suspect or vul- 
nerable taxpayers. This should be a 
warning to all taxpayers in the suspect 
groups and their tax advisers. 


Text of regulation printed 


Because the new regulations affect so 
many taxpayers, we are printing the text 
verbatim in the accompanying box. * 





PROPOSED REGULATION 


“19.1-1 Introductory. The purpose 
of the regulations under this part is 
to provide rules for the reporting of 
information on income tax returns 
by taxpayers who pay or incur trade 
or business expenses in connection 
with the performance of services as 
an employee and to furnish guidance 
as to the type of records which will 
be useful in compiling such informa- 
tion and in its substantiation, if re- 
quired. The rules prescribed in this 
regulation do not apply to expenses 
incurred for incidentals, such as of- 
fice supplies for the employer or local 
transportation in connection with an 
errand. Employees incurring such in- 
cidental expenses are not required to 
provide substantiation for such 
amounts. 

“19.1-2 Expenses for which the em- 
ployee does account to his employer. 
(a) The employee need not report on 
his tax return (either itemized or in 
totaled amount) expenses for travel, 
transportation, entertainment and 
similar purposes incurred by an em- 
ployee solely for the benefit of the 
employer for which he accounts to 
his employer and which are charged 
directly or indirectly to the employer 
or for which the employee is paid 
through advances, reimbursements, or 
otherwise. The taxpayer must state 
in the return that the amounts 
charged to the employer (directly or 
indirectly) or received from the em- 
ployer as advances or reimbursements 
did not exceed the ordinary and 
necessary business expenses paid or 
incurred by the employee. In case the 
total did exceed such expenses the 
taxpayer must state on the return 
that the excess has been included in 
income. 

“(b) To ‘account to his employer’ 
as used in this section means to sub- 
mit an expense account or other re- 
quired written statement to the em- 
ployer showing the business nature 
and the amount of the employee's ex- 
penses broken down into such broad 
categories as transportation, meals 
and lodging while away from home 
overnight, entertainment expenses, 
and other business expenses. For this 
purpose, the Commissioner in his dis- 
cretion may approve reasonable busi- 
ness practices under which mileage, 
per diem in lieu of subsistence, and 
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similar allowances providing for or- 
dinary and necessary. business ex- 
penses in accordance with a fixed 
scale may be regarded as equivalent 
to an accounting to the employer. 

“19.1-3 Expenses for which the em- 
ployee does not have to account to his 

mployer. The taxpayer must submit 
the following information on his tax 
return in connection with expenses 
for travel, transportation, entertain- 
ment, and similar purposes incurred 
by an employee for which he does not 
account to his employer, and which 
are paid or incurred by the employee 
under a reimbursement or other ex- 
pense allowance arrangement with 
his employer or are otherwise charged 
directly or indirectly to his employer 
(or if not so paid, incurred or 
charged, are claimed as deductions 
on the employee's return): 

(a) The total of any such charges 
paid or borne by the employer and 
of any other amounts received from 
the employer for payment of ex- 
penses whether by means of advances, 
reimbursements, or otherwise, and 

“(b) A statement showing the na- 
ture of his occupation; the number of 
days away from home on business; 
and the amount of such expenses as 
constitute ordinary and _ necessary 
business expenses (including those 
charged directly or indirectly to the 
employer) broken down into such 
broad categories as transportation, 
meals and lodging while away from 
home overnight, entertainment ex- 
penses, and other business expenses. 

19.1-4 Substantiation of items of 
expense. (a) Although the Commis- 
sioner may require any taxpayer to 
substantiate such information con- 
cerning expense accounts as may ap- 
pear to be pertinent in determining 
tax liability, taxpayers ordinarily will 
not be called upon to substantiate 
expense account information except 
in the case of expenses for which the 
employee does not have to account 
to his employer. 

‘“(b) One method for substantiating 
expenses incurred by an employee in 
connection with his employment is 
through the preparation of a daily 
diary or record of expenditures, main- 
tained in sufficient detail to enable 
him readily to identify the amount 
and nature of any expenditure, and 
the preservation of supporting docu- 
ments, especially in connection with 
large or exceptional expenditures. 


Nevertheless, it is recognized that, by 
reason of the nature of certain ex- 
penses or the circumstances under 
which they are incurred, it is often 
difficult for an employee to maintain 
completely detailed records or to pre- 
serve supporting documents for all 
his expenses. 

Detailed records of small expendi- 
tures incurred in traveling or for 
transportation, as for example, tips, 
will not be required. 

“(c) Where records are incomplete 
or documentary proof is unavailable, 
it may be possible to establish the 
amount of the expenditures by ap- 
proximations based upon _ reliable 
secondary sources of information and 
collateral evidence. For example, in 
connection with an item of traveling 
expense a taxpayer might establish 
that he was in a travel status a cer- 
tain number of days but that it was 
impracticable for him to establish the 
details of all his various items of 
travel expense. In such a case rail 
fares or plane fares can usually be as- 
certained with exactness and auto- 
mobile costs approximated on the 
basis of mileage covered. A reason- 
able approximation of meals and 
lodging might be based upon receipt- 
ed hotel bills or upon average daily 
rates for such accommodations and 
meals prevailing in the particular 
community for comparable accommo- 
dations. Since detailed records of in- 
cidental items are not required, de- 
ductions for these items may be based 
upon a reasonable approximation. 
In connection with the determination 
of factual matters of this type, due 
consideration will be given to the 
reasonableness of the stated expendi- 
tures for the claimed purposes in re- 
lation to the taxpayer’s circumstances 
(such as his income and the nature 
of his occupation), to the reliability 
and accuracy of records in connection 
with other items more readily lend- 
ing themselves to detailed record- 
keeping, and to all of the facts in the 
particular case. 

“19.1-5 Prior regulations. The pro- 
visions of the regulations in this part 
are supplemental to existing regula- 
tions relating to information required 
to be submitted with income tax re- 
turns, and shall be applicable with 
respect to taxable years beginning 
after December 31, 1957, notwith- 
sanding any existing regulation to 
te contrary.” 
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Stockholder’s derivative suit 
expenses deductible 


SINCE ouR publication of the article on 
deductibility of expenses in connection 
with proxy fights, derivative suits, etc. 
(7 JTAX 362), two interesting develop- 
ments have occurred: (1) the Shoe Corp. 
decision (29 TC No. 33) holding that 
expenses incurred by a stockholder in a 
successful derivative suit and reimbursed 
to him by the corporation are deductible 
to the corporation, and (2) a correction 
of an implication that one ruling men- 
tioned was obtained by L. D. Gilbert. 

In Shoe Corp., the corporation was 
allowed a deduction for attorney and ac- 
countant fees incurred by a shareholder 
in prosecuting a successful derivative 
action against the corporation and re- 
imbursed to the stockholder by the 
corporation as part of the judgment. 
The Tax Court there stated that, had 
the shareholder borne these expenses, he 
could have deducted them under the 
nonbusiness expense provisions as an or- 
dinary and necessary expense for the 
protection of his investment. The de- 
rivative action sought to enjoin the issu- 
ance of Class B shares which would 
diminish the value and rights of the 
shareholder’s Class A shares. Of course, 
the Tax Court did not have before it 
the case of a stockholder-taxpayer who 
had borne such expenses, but if the Tax 
Court’s statement means that in such 
case it would hold that the shareholder 
could have taken the deduction paid by 
him, we will have an inequitable rule, A 
shareholder could deduct expenses in- 
curred in stopping the issuance through 
a derivative suit, but the Revenue Rul- 
ing, mentioned above, would deny de- 
duction of expenses incurred in stopping 
the issuance through the more usual 
method of attending and taking an ac- 
tive part in the shareholders’ meeting 
called to approve the issue. 

The earlier article said that “... a 
recent Revenue Ruling disallowed any 
deduction for travel expenses incurred 
in attending stockholders’ meetings . . .” 
Footnote 1 referred to this Ruling and 
said “Rev. Rul. 56-511 . The situa- 
tion giving rise to this Ruling involved 
L. D. Gilbert, famous ‘professional stock- 
holder.’ This fact may have played a 
large part in the Ruling and its reason- 
ing.” 

Mr. Gilbert has asked the authors of 
the article to report that the Ruling was 
not made on the application of Mr. Gil- 
bert or by anyone on his behalf. w 
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Proposed tax cuts: who benefits and 


how much under plans currently proposed 


abe IN CONGREss grows for an 
immediate tax cut. And, of course, as 
soon as there seems to be a chance of 
passage of a cut, all kinds of schemes for 
doing it are proposed—split the first 
bracket, increase personal exemptions 
with or without changes in dependency 
allowances, apply an_ across-the-board 
percentage cut and, this time, one that 
seems to be a new idea, cut the with- 
holding percentage for a fixed period 
and adjust the annual rate to coincide. 
The staff of the Joint Committee on In- 
(Colin F. 
Stam, chief of staff) analyzed revenue 


ternal Revenue Taxation 


losses which might be expected from 18 
proposals of this kind—the total revenue 


reduction each would effect and how 


that reduction would be distributed 


among the various tax brackets. 


Quickie cut in withholding 


This suggestion would reduce the 
withholding rate from 18% to 9% for a 
6-month period beginning July 1, 1958. 


It also provides for an accompanying ad- 
justment in the final liability. Such a 
plan would increase the purchasing 
power of wage earners by about $1.2 
billion a month. In the case of taxpayers 
not subject to withholding, adjustments 
could be made in their declarations. 
This plan could be extended for a 
longer period if economic conditions 
Table | 


withheld 


warranted. indicates the reduc- 


tion of taxes under various 


salary levels and exemption classes. 


Plans changing exemptions 

Increasing the present $600 per capita 
exemptions to $700 would relieve 4,200,- 
000 taxpayers from all income-tax liabil- 
ity. Line (a) of Table II shows the esti- 
mated distribution of the tax reduction 
under this plan. 

Increasing the present $600 per capita 
exemptions to $650 and in addition pro- 
viding for a 5% reduction in tax would 
relieve 2,100,000 taxpayers from all tax 
liability. Line (b) of Table II shows the 
estimated distribution of reduction. 

Another plan, shown on line (c) of 
Table II, 
credit for each personal and dependency 


would provide a $20 tax 
exemption claimed by the taxpayer. An 
estimated 4,200,000 taxpayers would be 
relieved of all tax liability. 

Another plan (Table II, line (d)) 


would provide a tax credit of $140 for 
each exemption claimed by the taxpayer 
in lieu of the present deduction of $600 
for each exemption. For taxpayers in the 
first bracket the $140 
credit would result in a tax saving of 


income-tax tax 
$20 more per exemption. In addition 
this plan would allow a reduction of one 
percentage point in the tax rate on the 
first $2,000 of taxable income and three 
percentage points in all other rates. This 
three-percentage-point reduction above 
the first income-tax bracket is suggested 
to compensate for and give relief to 
those taxpayers whose benefit by way of 
the conversion of the exemption into a 
tax credit has been taken away. 


Changes in rates 


A reduction of the present-law rates in 
all brackets by two percentage points 
would have the effect indicated on line 
(e) of Table II. A 10% reduction in tax 
(Table II, line f) could be incorporated 
into the tax table so as not to make 
necessary a separate computation by the 
taxpayer. 

Another variation, shown at line (g) 
10% 


of Table II, would provide a lo 


re- 
duction in tax on the first $2,000 of tax- 





Table I 
Reduction in Withheld Taxes 


6-mo. Reduction in 


Weekly 6-mo. Withheld Tax 
Earnings Earnings 1 ex. 2 ex. 3 ex. 
$ 50 $1,300 $87 $ 56 * 
75 1,950 145 115 $ 54 
100 2,600 204 173 112 
125 3,250 262 232 171 
150 3,900 $21 290 229 
175 4,550 379 349 288 
200 5,200 438 407 346 


*No withholding under present law. 











These percentages could be worked into 
the rate schedule to eliminate the neces- 
sity of the taxpayer’s making extra com- 
putations. 

A plan that would take longer to 
achieve its effect would provide a tax re- 
duction in approximately five equal 
stages over a period of from five to nine 
The 


reduced from a top rate of 91% to 42% 


years. individual rates would be 
and the starting rate from 20% to 15%. 
The revenue loss from the reduction in 
the individual rates is shown in Table 
III. 


Split the first bracket 


One proposal would split the first 
$2,000 
classes of $1,000 each and provide a rate 
of 10% on the first $1,000 and leave the 
next $1,000. 
Except for married couples filing joint 


taxable income class into two 


present 20% rate on the 





able income and 5% reduction in the returns, the tax for those with taxable 
tax on taxable income over $2,000. incomes over $1,000 would be reduced 
Table II 
Amount and Distribution of Decrease Under Alternative Plans 
INCOME CLASS 
Under $5,000 $5,000-10,000 Over $10,000 
Al B A B Al 2 
Plan a $1,092 39.5 $1,306 47.3 $ 366 13.2 
Plan b 901 28.7 1,311 41.8 928 29.5 
Plan c 1,083 42.6 1,220 48.0 240 9.4 
Plan d 1,764 35.0 2,419 48.0 856 17.0 
Plan e 738 23.6 1,386 44.4 999 $2.9 
Plan 742 20.3 1,413 38.6 1,504 41.1 
Plan 715 25.3 1,278 45.3 831 29.4 
Plan h 2,802 40.3 3,481 50.1 670 9.6 
Plan i 651 25.8 1,055 41.8 819 32.4 
Plan j 1,107 28.1 1,925 48.8 913 23.1 
Plan k 648 36.9 864 49.3 242 13.8 
Plan | 1,207 45.3 706 26.5 752 28.2 
Plan m 987 28.2 1,527 43.7 982 28.1 
Plan n 1,407 35.9 1,527 39.0 982 25.1 
1—Millions of dollars of decrease. 2—Percentage distribution of decrease. 
Table III 
Initial and Total Reduction in Tax 
Millions of Dollars Percentage Distribution 
Income Class First Year Full Effect First Year Full Effect 
Under $5,000 «a6 ae $1,888 16.5 16.4 
$5,000 to $10,000 750 3,614 32.6 31.5 
Over $10,000 .. 1,172 5,989 50.9 52.1 
Total $2,302 $11,491 

















by $ 
filing 
cause 
$200 
$2,06 
duct 
(h) c 

Li 
on t 
tax. | 
the { 
addi 
othe 


Allo 
A 


on ti 
All 

earn 
earn 
prov 
Inte 
secti 
exen 
Says 
or p 
ceive 
servi 
Tab 
duct 


Cha 
A 


sult 
10% 
15% 
Stan 
500. 
A 
stan 
pres 
opt i 
mate 
com 
rece 
und 
mail 
com 
prov 
wou 
the 
of $ 
of | 
und 
T 
Vari: 
mun 
addi 
duct 
abo 
fron 
but 


ro 
I 








first 
two 
rate 

the 
O00. 
oint 
able 


iced 








by $100. In the case of married couples 
filing joint returns, the reduction be- 
cause of split income would amount to 
$200 where their taxable income exceeds 
$2,000. The estimated distribution of re- 
duction under this plan is shown in line 
(h) of Table II. 

Line (i) of Table II shows a variation 
on this that would split the first $2,000 
tax bracket with a tax rate of 18% on 


) 


the first $1,000 of taxable income and in 


addition provide a 5% reduction in all 


other tax rates. 


Allow earned income credit 

\ tax credit of 3% has been proposed 
on taxable income considered as earned. 
\ll income under $5,000 is considered 
limitation, 
earned income would be defined as now 


earned. Apart from this 
provided for in Section 911(b) of the 
| 

1954. This 
section defines earned income for the 


Internal Revenue Code of 


exemption of income earned abroad. It 
says earned income means wages, salaries 
or professional fees and the amounts re- 
ceived as compensation for personal 
services actually rendered. Line (j) of 
Table II shows the distribution of re- 


duction under this plan. 


Changing the standard deduction 


\ relatively small total cut would re- 
sult from an increase of the present 


10% optional standard deduction to 
15°, and an increase of the maximum 
standard deduction from $1,000 to $1,- 
500. See line (k), Table II. 

\ variation minimum 
$500. 


present law a taxpayer may elect the 


provides a 
standard deduction of Under 
optional standard deduction of approxi- 
mately 10% of his adjusted gross in- 
come. A taxpayer with a salary of $5,000 
receives a standard deduction of $500 
under present law and this would re- 
main the same under the plan. For in- 
comes above $5,000 this plan would 
3,900,000 taxpayers 


would be relieved of all tax liability and 


provide no relief. 


the plan would result in a revenue loss 
of $880 million with the entire amount 
of this reduction going to taxpayers 
under $5,000. 

lable II, line (1) shows still another 
variant which would provide a mini- 
mum standard deduction of $500 and in 
addition give all taxpayers a 5% re- 
duction in tax. At a salary of $5,000 and 
above no benefit would be received 
from the minimum standard deduction, 
but these taxpayers would receive the 
5% reduction in tax. 3,900,000 taxpayers 


would be relieved of all tax liability 
under this plan. 

Another proposal, shown at line (m), 
Table II, would increase the 10% op- 
tional standard deduction to 15% and 


vj 


raise the maximum standard deduction 
from $1,000 to $1,500. In addition there 
would be a 5% reduction in the tax 
payable. 

Line (n), Table II shows an elabora- 
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tion which would increase the present 
10% optional standard deduction to 
15%, and raise the maximum limitation 
from $1,000 to $1,500 with the proviso 
that each taxpayer would receive at 
least a minimum standard deduction of 
$500. In addition there would be a 5% 
reduction in the tax payable. This would 
relieve an estimated 3,900,000 taxpayers 
of all tax liability. w 


A consoling thought for April 16: it 


might have been, it has been, worse 


by LEOPOLD KOHR 


While we were in the throes of putting together our own tax return and figuring 


out the horrendous total, we received the following fascinating paper which cheered 


us mightily. We recommend that when you are angriest about the manifest in- 


equity of taxing you so highly, you read this little discourse on tax collections in 


antiquity. Mr. Kohr is Associate Professor of Economics and Public Administration 


at the College of Social Sciences at the University of Puerto Rico. 


W; REALLY SHOULD not complain; 
both taxes and tax collecting meth- 
ods could be worse. Let us only look at 
the practices of some of the fund-hungry 
governments of antiquity. A report com- 
piled (perhaps upon request of some 
Un-Athenian Tax Practices Committee) 
by the students of a Seminar in Public 
Finance under the supervision of Aris- 
totle of Stagira (Academy of Athens, 
Class 347 B.C., Professor of Philosophy, 
Ethics, 
Economics at the Lyceum of Athens, 


Drama, Biology, Politics, and 
Consultant to the Royal Macedonian 
Treasury, Chairman of the Council of 
King 


amongst others the following examples 


Advisors to Alexander) lists 
of successful revenue-raising techniques: * 
Hyppias of Athens had the idea of 
offering for sale all parts of houses pro- 
jecting into public streets such as steps, 
fences, balconies, upper rooms, and 
doors opening outward. At once the 
frightened home owners contributed a 
sizeable sum by buying back the offend- 
ing parts of their own property. Today, 
a device of this sort would yield consid- 
erable revenues in such balcony-loving 
cities as San Juan or New Orleans. 
When the relatively conservative By- 
zantines needed money, they sold, in re- 
turn for a third of the profits, the trad- 
ing rights of fish mongers, salt sellers, 
jugglers, soothsayers, druggists, etc. For 


a stiff fee, they permitted children of 
marriages between citizens and aliens to 
acquire the political rights usually re- 
served for pure Byzantines. And as a 
last resort, they even sold sacred enclos- 
ures hoping, presumably, that their gods 
might be looking the other way. 

An ingenious and, this time, painless 
method of raising funds was devised by 
Heraclea in its effort to send 40 ships 
against the tyrants on the Bosporus. 
Against the promise of future payment, 
the city brought up all the necessary 
corn, oil, wine, and other provisions, 
putting everything on merchant ships 
which were to accompany war vessels. 
At the same time, it paid the soldiers 
“When 
they reached the enemies’ territory, the 
soldiers bought up all the provisions 
from them. Thus money was collected 


two months’ pay in advance. 


before the generals had to pay the sol- 
diers again, and so the same money was 
distributed time after time until they 
returned home.” 

Mausolus, the tyrant of Caria, collect- 
ed revenues for the king of Persia with 
a technique still used in fund-raising 
campaigns. Assembling the richest men, 
he ordered some of his subordinates to 
announce publicly their pretended don- 
* From Aristotle’s Oeconomica, translated by E. 
S. Foster in the Works of Aristotle, edited by 


W. D. Ross, Oxford University Press. Quotation 
on the last page taken from Herodotus. 
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ations. Through shame and fear the 


wealthier men then contributed much 
larger sums. Candalus, a governer under 
Mausolus, developed an equally effective 
trick. Noticing the fondness of his sub- 
jects for wearing their hair long, he pre- 
tended the king of Persia required large 
quantities of hair for making false 
fringes. They must therefore cut off their 
hair. However, if they would pay a poll 
tax, Condalus let it be known that he 
would send to Greece for hair. “They 
gladly gave him what he asked.” 

One of the most inventive Collectors 


of Internal Revenue must have been 


Dionysius of Syracuse. At one time he 
told of the goddess Demeter’s appearing 
to him in a dream, demanding that all 
women deposit their ornaments in her 
temple. After a while he appropriated 
them, declaring that Demeter had lent 
them to him. When women began wear- 
ing ornaments again, he ordered them 
to deposit a luxury tax for each piece in 
the temple. At another time, he demand- 
ed a contribution from every citizen for 
the purpose of annexing a city which 
was to be betrayed to him. A few days 
later, commending the people on their 
generosity, he returned to each his con- 
tribution since, as he said, he had failed 
in his attempt. Having thus won their 
confidence, they gladly contributed when 
he approached them again. But this time 
he kept the money. Asking for funds 
once more after this, the citizens de- 
clared “they had nothing to give. Ac- 
cordingly he brought out his own house- 
hold goods and offered them for sale, as 
though compelled to do so by poverty. 
When the Syracusans bought them, he 
kept a record of what each had bought, 
and when they had paid the price, he 
ordered each of them to bring back the 
articles which he had bought.” 
Aristotle’s (or his students’) report on 
governmental fund raising published in 


Book II of his 


many 


contains 
that the 
to extract every 


Oeconomica, 


more items indicative 


state’s uncanny ability 
last cent from its sorely tried citizens 
was not less highly developed in antiq- 
uity than it is today. The most fascinat- 
ing item, however, is recorded not in 
Aristotle but in Herodotus (II, 126), who 
writes about a rather unique excise tax 
designed by King Cheops of Egypt in 
his effort to finish his famous pyramid, 
in the following terms: 

“And so evil a man was Cheops that 
for lack of made his own 
daughter to sit in a chamber and exact 
payment (how much, I do not know; for 


money he 


May 1958 


they did not tell me this). She, they say, 
doing her father’s bidding, was minded 
to leave some memorial of her own, and 
demanded of everyone who sought her 
favors that he should give one stone to 
set in her work; and of these stones was 
built the pyramid that stands midmost 
of the three, over against the great pyra- 
mid; each side of it measures one hun- 
dred and fifty feet.” 


Poor taxpayers, having to lug a heavy 
stone along with the gold to the collec- 
tor’s chambers! But what a monument 
to the government’s inexhaustible store 
of techniques for getting hold of the 
money of its citizens. And what a monu- 
ment to the citizen’s ultimate readiness 
to abandon his resistance, building py- 
ramids not only for the glory of the 
state, but also of the collector. w 


New decisions affecting individuals 


Wife liable on joint return which she 
neither authorized nor signed. After tax- 
payer furnished her husband’s account- 
ant with information about her 1951 in- 
come, the accountant included it on a 
joint return without her knowledge or 
consent and signed her name to the 
return. Three months later she endorsed 
the refund check, and in a separate re- 
turn for 1952, she stated that she filed a 
joint return for 1951. The Tax Court 
concluded that taxpayer acquiesced in 
and gave her tacit consent to the filing 
of a joint return for 1951 and was there- 
fore jointly and severally liable for that 
year’s deficiencies. In the Tax Court the 
trial judge dissented on the ground that 
she testified she did not authorize filing 
of the joint return; he questions the 
veracity of the accountant. Three other 
judges concurred in this dissent on the 
ground a conflict of testimony should 
be left to the This 
court affirms the Tax Court majority on 


trier of the facts. 


the ground that the record furnishes 


substantial support for its opinion. 
While great weight should be given the 
views of the judge who heard the evi- 
dence, the Tax Court is not bound 
thereby. Heim, CA-8, 1/17/58. 

Sheepraiser’s loss held separate, not 
community. At issue here is the amount 
of taxpayer’s carryback from 1951 to 
1950 on a loss from death of sheep. Tax- 
payer had married his second wife in 
1951 and if the loss occurred prior to 
the marriage, it was a loss of his separate 
property and he could carry it back to 
1950. If the loss occurred after his mar- 
riage and was a loss of sheep acquired 
after the second marriage, it was a com- 
munity loss and only one half could be 
carried back. The district court had held 
merely that taxpayer had not borne the 
burden of proving the loss was separate. 
This court 


reverses, finding the evi- 





dence clear that the loss was separate. 
Wasson, CA-5, 1/7/58. 


Policeman’s subsistence exclusion allow- 
able without proof of expenses. Tax- 
payer was a policeman of the city of 
Albany, October 


1955, reduced the salaries of all police- 


Georgia, which, in 
men $5 a day and gave them a $5-a-day 
subsistence allowance. The court holds 
the allowance excludable under Section 
120 of the 1954 Code, which excludes 
from gross income a policeman’s “statu- 
tory subsistence allowance” up to $5 a 
day. The Commissioner had argued that 
taxpayer had to show that he incurred 
expense of that amount while away from 
home. In the court’s opinion, however, 
subsistence in its ordinary usage does not 
mean away-from-home expenses. Parrish, 
DC Ga., 1/9/58. 


Trustee can’t deduct defense costs in 


mismanagement suit. Taxpayer was 
trustee and life beneficiary of her hus- 
band’s estate. She incurred legal fees 
in connection with a lawsuit by the re- 
maindermen charging her, as trustee, 
with waste and mismanagement of trust 
The that taxpayer 
cannot deduct these fees as a business 


assets. court holds 
expense because she is not a professional 


trustee. Moreover, since taxpayer re- 
ceived no compensation as a trustee, the 
fees are not deductible as a nonbusiness 
expense “for the management, conserva- 
tion, or maintenance of property held 
for the production of income.” Barn- 


hart, TCM 1958-11. 


Tenant in common can deduct full tax 
and interest. Taxpayer and his daughter 
inherited property as tenants in com- 
mon and taxpayer conveyed his interest 
to his daughter to take it out of his 
creditors’ reach. The court finds that he 
retained his beneficial 


interest, there 
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being no intent that anything but bare 
legal title be passed by the conveyance. 
\ccordingly, in paying all the interest 
ind taxes on the property, taxpayer was 
satisfying his own obligation as a tenant 
in common, and not that of his daugh- 
ter; he may deduct it all. Conroy, TCM 
1958-6. 


Unexplained cracks in building not a 
casualty. ‘Taxpayer discovered that his 
nearly completed river-bank house had 
cracks in the ceilings and walls which 
the architect believed 


and contractor 


were caused by “something unusual.” 
he court denies taxpayer a casualty 
loss deduction for $21,700 on the ground 
that he failed to prove that the cracks 
in the house were caused by a shifting 
or movement of the earth under the 
house, or by a subsoil shrinkage or con- 
dition, and that they were not caused 
by the gradual settling or subsidence 


of the house, or by faulty materials, 
faulty work, or the drying of materials. 
Furthermore, the court notes that tax- 
payer failed to produce proof of value 
f property before and after the alleged 
casualty to substantiate a loss in any 


amount. Tank, 29 TC No. 77. 


( 


Lump sum payments in lieu of alimony 
nondeductible. Pursuant to a divorce de- 
cree in 1944, taxpayer agreed to pay 
his wife monthly alimony and to pay 
premiums on an insurance policy on 
his life 


as long as she lived or re- 


mained unmarried. In 1951, under an 
amendatory agreement, he was relieved 
of any further obligation to pay ali- 
mony and support upon his promise to 
make two payments of $6,200 and $2,000 
and to transfer to his former wife all 
interest in the policy of insurance on 
his life. The two payments plus the 
cash surrender value of the policy are 
held not deductible as periodic alimony 
installment obli- 


payments; they were 


gations of an absolute nature not de- 
pendent upon any contingencies. Ash- 


craft, Jr., CA-7, 2/20/58. 


Fee for negotiating property settlement 
in divorce is deductible. Taxpayer agreed 
to a divorce, but refused to make the 
property settlement demanded by his 
wife, which would have forced taxpayer 
to sell his stock in the corporation that 
employed him. The stock ownership 
(11%) paid him some $18,000 annually 
in dividends; his salary was about 
$17,000. Negotiations on the property 
settlement were long and ended only 


when taxpayer developed evidence of 
her misconduct and threatened exposure. 
Agreement and divorce followed quickly. 
Taxpayer paid his attorney two separate 
fees—$2,500 for the divorce proceeding 
itself, and $8,000 for negotiating the 
financial settlement. The court allows 
deduction of the $8,000. It was incurred 
to® protect income-producing property. 
Fisher, DC Penna., 12/27/57. 


Expenses of defending divorce property 
settlement agreement deductible. Several 
years after taxpayer, a CPA, had been 
divorced, his former wife attacked the 
divorce property settlement agreement 
on the ground of fraud. She sought to 
have the decree modified so as to have 
some income-producing property trans- 
ferred to her. The court holds that the 
expenses of defending the suit are de- 
ductible as a nonbusiness expense. The 
suit, if successful, would have injured 
taxpayer's earning ability by hurting his 
reputation. Furthermore the expense was 
necessary to conserve income-producing 
property. Glick, DC IIl., 1/30/58. 

didn’t know income was 
separate; returns, in form separate, held 
joint. Taxpayers had for years relied on 


Accountant 


their accountant to prepare returns at 
the lowest tax; they therefore filed the 
separate returns he made up for them. 
the accountant did not know 


that the chief 


However, 
item of income, certain 
royalties, was not community income 
(reportable one half on each separate re- 
turn), but was the husband's separate in- 
come (reportable in full on his separate 
return). The deficiency involved here is 
some $3,000. The court finds that the 
accountant’s mistake of the taxpayers’ 
antecedent legal rights was a mistake 
of fact and that the taxpayers’ election 
of the separate return, based on reliance 
on the accountant, was not an inten- 
tional decision which would bind them. 
Kiesling, DC Tex., 1/3/58. 


Jury finds payment under divorce decree 
was not alimony. An agreement which 
was incorporated into the subsequent 
divorce decree provided for certain pay- 
ments to be made by the taxpayer-hus- 
band. The jury is asked to decide from 
the evidence whether these payments 
were made pursuant to the marital obli- 
gation, and thus deductible alimony, or 
for some other purpose. [The nature of 
the controversy is not revealed; it is 
suggested the payments may have been 


repayments of loans.—Ed.] The jury 
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finds the payments were not alimony. 
Thorsness, DC Ul., 2/12/58. 


Tax consequence of alimony decree not 
altered by subsequent reduction in pay- 
ments. An alimony decree which pro- 
vided for the support and maintenance 
minor child made no 
allocation between the wife and child. 
The IRS rules that the wife must include 
the full payment in gross income. A sub- 


of a wife and 


sequent reduction by the court on the 
ground that the child had attained ma- 
jority will not retroactively alter the 
tax consequences of the original decree. 
Rev. Rul. 58-52. 


Husband can’t deduct alimony award 
earmarked to pay joint indebtedness. 
A portion of an alimony award was a!- 
located to the payment of installments 
due on a note which was a first lien 
against jointly owned property and upon 
wife 
liable. The IRS rules that payment of 
this part of the alimony award is the 


which both husband and were 


discharge of an obligation, not periodic 
alimony, and is not deductible by the 
husband nor includible in the wife’s 
income. Rev. Rul. 58-52. 


Farms owned at different locations sep- 
arate businesses for hobby loss disallow- 
ance. Under 1939 Code section 130 (Sec- 
tion 270 of 1954 Code), an individual 
who sustains a loss from a business (ex- 
cluding taxes and interest) of more than 
$50,000 for five 


limited to a maximum loss allowance of 


consecutive years is 
$50,000 for each of the years. Taxpayer 
conducted farming operations at four 
locations in 
and the Ba- 
Commissioner 


geographically separated 


Mexico, Florida, 
The 
that two of the operations constituted 


Texas, 
hamas. contended 
one business with an over-all maximum 
loss over a five-year period of $50,000. 
The court, however, disagrees and, not- 
ing this is the first time this question 
has arisen, finds that the separateness of 
operations necessitated by the distance 
between the farms and the fact that each 
was in a different country with different 
conditions estab- 
separate, inde- 
pendent business units. Davis, 29 TC 
No. 95. 


relating to finances 


lished them as_ two 


Teacher can deduct tuition to get re- 
quired dezree. Taxpayer was a tutor 
at one of the New York City colleges. 
To retain his position, he was required 
to be working for his doctorate. The Tax 
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Court denied him a deduction for the 
expenses incurred in these studies. [See 
article on Tax Court opinion in 6JTAX 
169.—Ed.| Three Tax Court judges dis- 
sented. They based their dissent on Hill 
(181 F2d. 906) held 


necessary to retain a job is deductible 


which education 
even if it also helps the taxpayer advance 


in his profession. This court reverses, 
saying it agrees with the dissenting opin- 


ion. Marlor, CA-2, 1/31/58. 


Nebraska gasoline and cigarette taxes 
deductible by consumer. The Nebraska 
motor vehicle fuel tax paid by dealers 
and passed on to consumers is not a tax 
imposed on the consumer and is not de- 
ductible by the latter under section 
164(a). A 


other than in connection with his trade 


consumer paying such tax 


or business may, however, deduct the 
tax under section 164(c). IT 3669 re- 
voked. Rev. Rul. 58-44. The Nebraska 


cigarette tax on cigarettes distributed 
and sold at wholesale and on their use 
in the state is considered a tax imposed 
upon the consumer and is deductible by 
the consumer under section 164(a). Rev. 
Rul. 58-45. 


Double penalties for failure to file de- 
(Old Law). 
to file an estimated tax declaration for 


claration Taxpayer failed 
1953 and this court imposes both the 
penalty for failure ‘co file and the penalty 
This 


holding is in accord with the view of the 


for substantial underestimation. 


Tax Court and certain other district 
courts; some district courts take the con- 
trary position that the underestimation 
penalty does not apply where there is no 
estimate. [The 1954 Code provides for 
a single addition to the tax for sub- 
stantial underestimates.—Ed.] Palmisano, 


DC La., 1/22/58. 


No alimony deduction for support of 
stepson. 
titled to 
specifically allocable to the care and 


4 divorced husband is not en- 


deduct periodic payments 


support of his wife’s minor son, even 
though the relationship is that of step- 
father-stepson. No part of the payments 
allocated to the support of the child was 
to belong to the wife or to be used for 
her benefit. Faber, 29 TC No. 115. 

tax- 


Common-law wife 


payer’s spouse. A common-law marriage, 


recognized as 


if entered into in a state which recog- 
nizes such marriages, is also recognized 
for Federal income tax purposes. Rev. 


Rul. 58-66. 
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Daughter in sanitarium qualifies parent 
as head of household. Taxpayer's daugh- 
ter had worked for many years in New 
York and Washington, but had spent her 
vacations at taxpayer’s home in Sioux 
Falls, S. Dak. The daughter is now in a 
sanitarium. Taxpayer keeps most of her 
daughter’s personal possessions in her 
home, maintaining a room for her. The 
daughter intends to return to Sioux Falls 
when she recovers from her illness. The 
her 
‘principal place of abode” al- 
though she did not live there immediate- 


court holds taxpayer’s home is 


daughter’s 


ly before entering the sanitarium. Ac- 
cordingly, taxpayer has the status of 
head of a household. Reardon, DC S. 
Dak., 2/17/58. 


Church contributions are dependent’s 
support; income taxes not. In computing 
the total amounts expended for the sup- 
port of a dependent, income and Social 
Security taxes paid by the dependent 
from his own income are not support. 
However, the term “support” does in- 
clude Rev. Rul. 
58-67. 


church contributions. 


Advice of CPA-attorney good reason for 
not filing tax estimate. Taxpayers did 
not file a declaration of estimated tax 
on the their CPA-attorney 
that an estimate was not necessary be- 


advice of 


cause most of their income was subject 
The that 
this constitutes reasonable cause for the 


to withholding. court holds 
failure to file and, therefore, no penalty 
is due. Burck, DC Ind., 1/28/58. 
Constitutionality of estimated tax pro- 
visions upheld. Taxpayer attacks the 
constitutionality of the estimated tax 
provisions because they require tax pay- 
ments based on a “guess” at a time when 
possibly there has been no income. The 
court finds no merit to these objections. 
The system of estimating taxes is an ap- 
propriate system for collecting taxes au- 
thorized by the Sixteenth Amendment. 
Erwin, CA-9, 2/13/58. 


Strike benefits are income. Taxpayer 
took part in the Kohier strike and re- 
strike UAW. 
He was not required to serve on the 
picket line to be eligible for strike bene- 
fits. The court sets aside a jury decision 


ceived benefits from the 


for the taxpayer and holds that the strike 
benefits were taxable income, not a gift. 
That the constitution provided for the 
strike benefits, and that taxpayer had to 
continue on strike to be eligible for 


them, show that this was the payment 
of an obligation, rather than a gift. 
Furthermore, the IRS has for 38 years 
consistently held strike benefits are tax- 
able; in view of the inaction of Congress 
on a matter that affects so many persons, 
this must be regarded as approval by 
Congress. Kaiser, DC Wis., 2/19/58. 


Reasonable cause doesn’t avoid under- 
estimation penalty. Although reasonable 
cause is a defense for failure to file an 
estimate under the 1939 Code, it is no 
defense to the penalty for substantial 
underestimation. [Under the 1954 Code 
there is a penalty computed on the 
amount of the underpayment only and 
there is no provision for remission for 
reasonable cause.—Ed.] McMurtry, 29 
TC No. 114 


Two-year job not temporary. A boiler- 
maker who resided in Alabama was sent 
by his union to Rome, Georgia, for em- 
ployment there in installing three large 
steam boilers. With the exception of two 
brief periods of about two weeks each, 
when a non-related union was on strike, 
he was continuously employed at the 
Rome plant for a period of approxi- 
mately two years. The court denies him 
Rome, 
Georgia, as traveling expenses while 


claimed meals and lodging in 


away from home, holding his employ- 
ment there was not “temporary.” It was, 
. Five 
judges dissent. The mere length of time 


it says, of “indefinite” duration. 
that the job actually lasted does not 
show that this was more than a tempor- 
ary job. A deduction should be allowed 
so long as the job is not permanent or 
of indefinite This 
was subject to assignment by his union. 


duration. taxpayer 
It would be unreasonable to expect him 
to move. Claunch, 29 TC No. 109. 


Winner of Irish Sweepstakes allowed to 
split prize with family. Taxpayer pur- 
chased a ticket in the Irish 
using as a 


one-half 
Sweepstakes, pseudonym 
“Clancyites.” The ticket won first prize. 
On the 
payer purchased the ticket with the in- 
tention at the time of including her 


facts the court finds that tax- 


husband and two childen with herself as 
there- 
fore, erred in taxing the children’s share 
of the her. 
failure to take proper legal steps to 
effectuate the gift until after the ticket 
was selected as winner is considered as 
due to “‘artlessness” and is not deemed to 
be material. Chelius, TCM 1958-29. 


owners and the Commissioner, 


winnings to Taxpayer's 
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Executive compensation: a check list 


of items in the tax-sheltered package 


by RICHARD L. GREENE and FRANK W. HAMMETT 


Executive compensation being so important to 


good business management, the 


tax man finds himself frequently called on to find ways to increase net pay to an 


execulive. 


planning; 


yet, if his counsel is to be truly valuable, 


In considering the topic, he may find himself immersed in the minutiae 


whether he is aiding the 


corporation or the executive, and most particularly if the two are in effect one in 


a closely held company, it is necessary for him to retain his perspective. Mr. Greene 


here comments briefly on the principal compensation devices popular today to 


reduce taxes. He points out principal advantages, hazards of each under current cases. 


ie MODERN TREND in compensating 
corporate executives 


form ol 


is the multiple 
compensation. This executive 
pay package has grown out of the corpo- 
rate need of finding and retaining high 
quality management and the executive's 
need for building up a fund for his re- 
tirement and for the protection of his 
minimum 


family — all at a tax cost. 


Ihe typical pay package will consist of 


these components: 

|. The basic salary at a fixed annual 
rate. 

2. An incentive feature, usually in 


the form of a bonus. 

3. Deferred or retirement elements, 
either a pension or profit-sharing plan or 
a deferred-compensation contract, or 
frequently both. 

t. Family protection elements, such 
as death benefits under the pension or 
profit-sharing plan or deferred-compen- 
sation contract, plus possibly group in- 
surance. 

5. Ownership element — such as stock 
options or stock-bonus or purchase plans. 


6. Various fringe benefits. 


The test of reasonableness 

We are when 
the revenue agent beats on the door of 
that 
the compensation of executives must be 


reminded occasionally, 


our closely held corporate client, 


in amount to be deductible. 
The curse of 


reasonable 
this broad statutory test 
is that it gives the revenue agent a great 
deal of what he 
considers to be reasonable. If he dis- 


power to determine 


allows a part of the compensation and 
his determination stands, the corpora- 
tion loses part of its deduction, but the 
executive is still stuck with the tax on 
the total amount received. 

In this connection, we are liable to 
overlook the fact that the test of reason- 
ableness is not applied to merely the 
base salary and bonus. It also includes 


the other forms of compensation re- 
ceived. That is particularly true as to the 
executive’s share of the contribution to 
the profit sharing plan. 


Types of bonus: cash or stock 


The bonus is, of 
course, to furnish an incentive to the 


function of the 


executive and to gear his compensation to 
his performance. In. most cases the bonus 
is paid in cash, but there is a growing 
trend to make the payment in the stock 
of the employer. Either type will serve to 
accomplish the basic function. Which is 
more desirable will usually depend on 
the needs and plans of both the execu- 
tive and the company. 

Suppose the mythical but typical 
Baker Corporation is short of cash this 
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year, but has a very valued vice-presi- 
dent Brown, who has been receiving 
competitors of 
Baker Corporation. Baker already has a 
pension plan and it can’t afford to in- 
crease Brown’s salary this year. Also 
Brown would like to have a direct stake 
in the company. Hence, Baker pays him 
the regular salary of $15,000, 
bonus of 100 
$5,000. 

Baker Corporation receives the de- 
duction on the $5,000 worth of stock paid 
as a bonus and at the same time retains 


the needed cash equivalent. 


tempting offers from 


plus a 


shares of stock worth 


Brown is 
happy because he is now a stockholder 
in the business and didn’t have to pay 
for it. He is bothered by only one thing. 
He has to pay $1,500 of income tax on 
the $5,000 value of the stock and this 
would have to come out of his regular 
salary. The usual solution to this prob- 
lem is that Baker Corporation would pay 
not only the stock bonus but also enough 
additional cash to cover the income tax 
on the bonus. 

Thus, stock bonuses serve the double 
purpose of providing the corporate de- 
duction while preserving the cash, and 
likewise giving the executive a direct 
stake as a stockholder in the business. 
Frequently stock bonuses are paid under 
a continuous plan, which provides con- 
siderable advantage over a period of 
time. 

Where the stock has no market, there 
may be a valuation problem and this 


should be handled by a_buy-and-sell 


agreement or restrictive by-law which 


establishes a reasonable and fair price 
formula under which the company and 
other shareholders will purchase the 
stock under cetain conditions, such as 
death or retirement. 


Contingent compensation plans 

In this modern era of keen competi- 
tion for high-grade executive talent it is 
becoming quite common to provide for 
bonuses and formal 
more certainty and 
security to the key executive, whose ad- 
ditional compensation is then no longer 


under a definite 


plan. This furnishes 


at the whim of the employer. 

The bonus plan is either set up by 
appropriate resolution in the minutes or 
included in a formal employment con- 
tract with the executive. Either way it 
should be approved by the board of di- 
rectors, and in some cases, depending on 
the state law, should probably be rati- 
fied by the shareholders. In order to be 
workable over a period of time and to 
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the 
executive, the bonus is set up as con- 


truly function as an incentive to 


tingent compensation. This usually 
means the amount of the bonus is con- 
tingent upon some variable that meas- 
ures the contribution of the executive 
and the prosperity of the company. 
The typical contingent compensation 
formula is expressed as a_ percentage 
of sales or as a percentage of profits. Re- 
turning to Brown, the vice president of 
Baker that 


Brown is vice president in charge of 


Corporation, let’s assume 


sales. A contingent compensation plan 
is set up designed as an incentive to him 
and to promote sales. Brown receives a 
base salary of $20,000 per year and 3% 
of all sales over the average of $400,000 
per year. If the sales shoot up to $1 mil 
lion, Brown’s bonus will be 3% of $600,- 
000 or $18,000. 

Suppose Baker sales do climb up to 
$1 million, but because of increased costs 
of material, net profits before the bonus 
to Brown increase only slightly and the 
stockholders could be rightfully ag- 
grieved if Brown’s bonus interferes with 
their dividend. In that situation a ceil- 
ing would have been placed on Brown's 
bonus tied to the amount of net profits. 


held 


company, particularly where dividends 


In the case of a small closely 
are kept low to permit company growth, 
a contingent compensation plan formula 
tied to profits is more vulnerable to ques- 
Revenue. Revenue 
that to the 


extent the total compensation paid is ex- 


tion by Internal 


agents occasionally claim 
cessive in amount, the bonus or part of 
it, is akin to a dividend. 

Generally, contingent compensation 
plans formalized by a contract or au- 
thorized by resolution are recognized 
and followed by the taxing authorities 
and by the courts. The longer the plan 
has ‘been in effect the greater sanctity it 
One of the 
areas of tax litigation is whether a long- 


takes on taxwise. greatest 
established contingent compensation 
formula is binding if it produced a rea- 
sonable amount but 


originally many 


years later the formula produced greatly 


[Richard L. Greene is a partner in the 
Milwaukee, Wisconsin, law firm of 
Whyte, Hirschboeck, Hard- 


ing & Harland, and editor of the corpo- 


Minahan, 


rate department of 
Mr. 
with him and is a member of the Wis- 
Bar, This 


article is based on a paper presented at 


THE JOURNAL OF 


TAXATION. Hammett is associated 


consin Taxation Section. 


a University of Chicago Tax Seminar.] 
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higher amounts. Most of the tax deci- 
sions accept the formula if it was set up 
under an arm’s length arrangement and 
originally produced a reasonable amount 
the 
amount increased greatly over the years. 


of compensation, even though 
The major point here is that the parties 
should adhere to the terms of the con- 
tract year after year, if they wish it to 
stand up for tax purposes. 


Deferred compensation contracts 


Of course, the basic function of a de- 
ferred compensation agreement is to 
defer the income to the executive to a 
time when he is retired and in a lower 
tax bracket. The problem is to prevent 
the Treasury from challenging the de- 
the 
him 


the 
the 
theory of constructive receipt. This chal- 


ferred pay deal on ground 


money is taxable to under 
lenge could conceivably be made at one 
of two points of time — either in each 
year the deferred amount is credited an- 
nually to the employee on the corporate 
books, or at the time the entire fund 
has accumulated. The first possibility 
would be bad, the last would be dis- 
astrous. 

Such deferment, however, is possible 
Milton Berle contract is a 
classical example. In 1951, Berle had 
$13,500 for each per- 
formance or $1,500,000 in three years. 
At his bracket the took 


75% of the income and Berle received 


and the 


been receiving 


Government 


only 25%. A new contract was worked 
out so that Berle receives $50,000 a year 
for 30 years. In that way he keeps 60% 
instead of 25% of the income. 

The way Berle’s contract operated was 
as follows: For the first five years Berle 
works 39 weeks. For the next five years 
he must perform 25 weeks. For the next 
ten years he need not perform, but is 
available as a producer, writer, director 
or consultant. For the last ten years he 
has no obligation to do any work. 

\n examination of proxy statements 
of listed companies demonstrates that 
many of the large corporations are using 
deferred compensation contracts. These 
Co., General 
Electric, Stewart-Warner, Safeway Stores 
and countless others. 


include Corn Products 


The basic contingencies 

While they vary somewhat in form 
and terms of deferment, the basic fea- 
ture of all is that the payment of the de- 
ferred sums is contingent on at least 
these two conditions: (a) the executive 
after retirement will not engage in a 


competing business; (b) the executive 
will be available and will perform any 
consulting and advisory services required 
by the company. 

Since the executive is required to per- 
form these contingencies usually dur- 
ing his lifetime in order to receive the 
payments, the principle relied upon is 
that there 
ceipt. Hence the payments should be 


can be no constructive re- 
taxable to him only in the year of pay- 
ment. In other words, since the deferred 
forfeited it 
considered as constructively owned by 


bonus may be cannot be 
the executive in the year it is earned. 

In order to accomplish this deferment 
of tax and to protect the deferred con- 
tract from Treasury attack, these con- 
tingencies must be realistic. So, also, the 
more real conditions the better. In addi- 
tion to the usual consulting service and 
covenant not to compete provisions, it 
may also be appropriate to make the 
amount of future payments contingent 
upon the amount of company profits, 
or the cost of living, etc. 


Tax summary 

1. The employer gets the deduction 
not in the year of the credit, but in the 
year the deferred amount is paid out to 
the employee. That is, the year of de- 
duction and year of taxation are 
normally the same. 

2. As indicated before, if the contract 
contains contingencies, the income tax 
should be normally deferred until the 
year of receipt. The Treasury has been 
reluctant to concede this point, but I 
understand a mimeograph has_ been 
drafted, which clears this point if the 
contingencies are real. The payments 
are, of course, ordinary income. This 
should be contrasted to the capital gain 
treatment afforded lump-sum payments 
upon retirement under a qualified profit- 
sharing plan. 

3. It is not entirely clear whether the 
death benefits are subject to death taxes 
in view of the contingencies. This may 
depend on the type of arrangements or 
the state of the decisions at the time the 
question arises. If the contract provides 
for death benefits or continuation of 
payments to the widow, which amounts 
to an annuity, the value of the payments 
is probably subject to death 
under Section 691 of the Code. We note 
the recent Goodman (243 F.2d 264) case 
held the commuted value of the deferred 
payments subject to estate tax under the 


1939 Code, rejecting a contention based 


taxes 


on the contingencies. 
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We will consider later the desirability 
of a profit-sharing plan for key execu- 
tives. 

The tax advantages of such a plan 
are even greater than the deferred com- 
pensation method, particularly with re- 
spect to the tax treatment of payments 
on retirement or death. In many cases, a 
profit-sharing plan will not of itself pro- 
vide a sufficient fund for comfortable re- 
tirement and adequate security to the 


family. This situation arises often from 


the extent of the coverage of several or 
numerous employees. So, also, the de- 
ferred compensation contract may not by 
itself provide entirely adequate retire- 
ment and death benefits. Thus, the 
modern tendency is to arrange for both 
a qualified plan and a deferred compen- 
sation contract, which together will pro- 
vide adequate amounts. More and more 
corporations today have arranged for this 
double package to attract and retain 


their key executives. 


i deferred compensation contract 


We noted at the outset that the mod- 
ern technique is the executive pay pack- 
age or multiple compensation. Here is a 
practical illustration of the workings of 
a contract we recently set up to secure 
the services of a key executive for a suc- 
cessful closely held company: 

l. Base 


VUU pel year. 


salary for ten years of $30,- 


2. Bonus or contingent compensation 
based on 2% of sales, with a ceiling of 
total salary and bonus of $50,000. 

}. Retirement 


benefits or deferred 


ompensation of $15,000 per year com- 
mencing at age 60 for 15 years. 

t. Disability $15,000 per 
year for permanent disability. 
5. Death benefits of $18,000 per year 


benefits of 


for 15 years to the widow or testament- 
ary trustees. 

rhus, the total pay package provided 
for amounts upward of $500,000 of com- 
pensation during the ten-year period of 
active employment, plus total retirement 
benefits for 15 years upwards of $225,- 
000, plus disability and death benefits. 
The retirement benefits are, of course, 
contingent upon completing the ten 
years of active service plus the standard 
competitive and consulting provisions to 
operate during the 15-year retirement 
period. While the amounts were quite 
sizable, the arrangement was fairly stand- 
ard and demonstrates the trend towards 
complete compensation, retirement and 
death benefit coverage in a single execu- 
tive pay package. 


In the foregoing illustration, we pro- 
vided for a corporate life insurance 
policy in the face amount of about 
$200,000 to aid the corporation, if neces- 
sary, in the financing of the retirement, 
disability and death benefits. We did 
not tempt fate and the tax collector as 
did Mr. Casale (247 F.2d 440) who had 
to .litigate to the court of appeals to 
avoid being taxed upon the premiums 
paid on the policy issued to cover con- 
tingent compensation. In our illustrative 
case, the life insurance on the key execu- 
tive was not issued at the time of execu- 
tion of the deferred-compensation ar- 
rangement. They were wholly uncon- 
nected events and no reference was made 
to insurance in the deferred contract. 
The company applied for the insurance 
policy and was the sole owner and sole 
beneficiary and, of course, the cash sur- 
render value was available, if necessary, 
for general corporate purposes or to pay 
off creditors, etc. 

Without doubt a qualified profit-shar- 
ing or pension plan offers a unique 
package of tax benefits for both em- 
ployees and employer. 

First, as to the employer, the company 
secures the full benefit of the tax deduc- 
tion for the amount contributed to the 
plan. 

Second, neither the employer, the em- 
ployees, or anyone else is taxed on the 
dividends, interest or other investment 
income while it is being earned in the 
profit-sharing or pension trust. 

Third, when the employee takes his 
share of the fund out upon retirement, 
he can receive it at capital gain rates. 
This rule applies even to the interest 
and dividends that have accumulated in 
the fund for his benefit. 

Fourth, the entire amount received 
by his beneficiaries upon his death is 
now free of Federal estate taxes. 

Fifth, his beneficiaries not only receive 
capital gain rates for income tax pur- 
poses, but may also be entitled to an ex- 
$5,000. This that 
they receive a tax-free death 
benefit of up to $5,000. 


clusion of means 


usually 


All of this adds up to a wonderful 
way for the executive to build up a 
sizeable fund for his retirement and for 
his family after his death. The charm 
and magnitude is best realized by a 
simple illustration. Suppose vice presi- 
dent Brown receives a salary of $30,000 
per year, plus a cash bonus of $5,000. At 
his tax bracket, he keeps $2,000 of the 
$5,000 after state and Federal income 
taxes. In 15 years, if he is firm enough 
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to save and not spend the $2,000 an- 
nually, he will have $30,000. If he dies 
the entire $30,000 is subjected to death 
taxes and if his estate was in an assumed 
30% bracket, that would leave only $21,- 
000 for his family. 

Now if that same $5,000, instead of 
being paid out as a bonus, were put into 
a qualified profit-sharing plan, it would 
be tax-free annually and build up to 
$75,000 in 15 years. Without taking into 
account the tax-free earnings built up on 
the $75,000, Brown would receive $75,- 
000 on his retirement instead of $30,000, 
at which point he would pay capital gain 
tax of 25% and end up with about $56,- 
000 after Thus, by having the 
same money go into a qualified plan he 
builds up a fund almost twice as great 
for his retirement. 


taxes. 


So also, in the event of his death, the 
$75,000 would go to his family free of 
estate $21,000 
estate taxes. 


taxes, instead of after 


Continuation after retirement 


A recent ruling (Rev. Rul. 57-115, IRB 
1957-12) points up the danger of allow- 
ing the retiring executive to continue 
to render any service to the employer as 
an officer or a director when the execu- 
tive has received a lump-sum distribu- 
tion from the employer's profit-sharing 
plan where he desires capital gain treat- 
ment on the Under this 
ruling it matters not how insignificant 


distribution. 
his services may be or that he is not 
compensated for the continued service. 
When drawing deferred compensation 


contracts for also 


executives who are 
participants in the company’s qualified 
profit-sharing or pension plan, the con- 
tract should make it clear that the execu- 
tive will not be an employee, officer or 
director of the corporation after retire- 
ment. In this respect, particular atten- 
tion should be given to the contract 
language relating to the advisory services 
of the retired executive which the com- 
pany can request. 

Not to be forgotten in rounding out 
the executive compensation pattern are 
the death benefits that may be paid to 
his widow or other beneficiaries. Drawn 
properly, an widow, for 
$5,000 tax-free 
under a death benefit contract after the 
executive’s death. 


executive's 
example, can receive 
Decisions have been 
trickling down from the courts in in- 
creasing numbers holding that voluntary 
payments by the employer to the widow 
of the deceased executive may also be 
deemed tax-free gifts to the widow. In 
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at least one recent case, however, the 
court found that voluntary payments to 
the widow and sisters of the deceased em- 
ployee who were major stockholders in 
their own right were dividends to them. 

The current crucial qustion in the 
area of death benefits is whether, unde1 
Section 101(b) of the 1954 Code, all vol- 
untary payments to the beneficiary in 
excess of $5,000 will be deemed taxable 
income to the beneficiary. While many 
tax men feel that Section 101(b) imposes 
no such limitation, there are some dicta 
Rodney 


(149 F Supp. 233) case. It is expected 


to the contrary in the recent 
that before long a decision will give the 
answer. But regardless of the outcome of 
that problem, the value of the death 
benefit in the executive’s compensation 
package should not be overlooked. 
Another popular form of compensat- 
ing the modern executive is the stock 
option. Because the usage is quite 
limited in the case of small companies or 
those whose stocks have no market, and 
because the rules on restricted options 
will over 


are quite involved, we pass 


them with only a few comments. 

While restricted stock options perform 
a valuable function in many situations 
from the standpoint of attracting execu- 
tive talent, frequently they are not de- 
sirable for any one of these reasons: 

1. First, if the stock is not listed and 
has no market, it is difficult to satisfy the 
85% or 95% statutory test to make it a 
qualified stock option. There are ways 
around this difficulty, but I think none 
has received a real test as yet. 

2. Second, as contrasted to the stock- 
bonus plan which gives an immediate 
deduction to the corporation, the com- 
pany gets no deduction for granting a 
restricted stock option. 

3. Third, frequently the exercise of 
the. option will seriously dilute the 
equity of the other shareholders. 

4. Fourth, the executive has to invest 
a large cash amount and may never be 
able to finance the exercise of the 
option. 

Note also that there are non-restricted 
These known as 


stock options. were 


“proprietary stock options” and were 
quite highly regarded until the Supreme 
Court recently held in the Lo Bue case 
that generally executives realize taxable 
ordinary income at the time the option 
While still 


area of usefulness of 


is exercised. there may be 


the 
restricted type of option, the law seems 


some non- 


to be a bit fuzzy and hence their popu- 
larity has waned. ’ 
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SEC survey shows large growth of corporate 


pension funds; assets 


| yew oF pension funds of U. S. corpo- 

aggregated $16.6 billion 
(book value) at the end of 1956, an in- 
crease of $2.4 billion during 
according to the third annual 
the Securities and Exchange 


rations 


the year, 
survey of 
Commis- 
sion. The summary excludes corporate 
pension funds administered by insurance 
companies. Reserves in these funds in- 
$1.2 during 1956, 
amounting to $12.3 billion at the end of 


creased billion 
1956, according to the Institute of Life 
in 1956 
pares with increases of $2.1 billion in 
1955 and $1.9 billion in 1954. 


The survey indicated that at the end 


Insurance. The growth com- 


of 1956, 78% of corporate pension fund 
assets were invested in corporate bonds 
and stocks, as compared with 75% so in- 


Over 52% 


vested a year earlier. of assets 
were invested in corporate bonds, over 
9607 
26 J 


14%, 


8% in other assets. 


in common and preferred stock, 
in U. S. Government securities, and 


A comparison of the book value and 
market value of pension fund assets at 
the end of 


table 


1956 is given below. This 
that stock 
investments at book cost comprised only 


shows while common 
23%, of total assets, they made up almost 
the market value of total 
investments. On the other hand, corpo- 
S. Government bonds ac- 
counted for two-thirds of the assets based 


one-third of 
rate and U. 


on book value, but only 57% based on 
market value. As of December 31, 1956, 
the market value of common stock in- 
vestments exceeded book value by 50%; 


corporate bonds had a market value of 


increase 12% in year 


% of book value, and U. S. Govern- 
ment bonds were valued at 96% of book. 

Total receipts of 
amounted to over $2.9 billion in 


919 


funds 
1956, 
$400 million higher than in 1955, and 
1951. 
ployers’ contributions made up 70% of 


pension 


almost double receipts in Em- 
the 1956 and 1955 receipts, contrasted 
with 80% in 
portance of income from interest and 


1951. The growing im- 


dividends on investments as a source of 
funds is illustrated in the figures in the 
table below; in 1956 interest and divi- 
dend income amounted to $560 million 
19% of 


whereas in 1951 such income amounted 


and supplied total receipts, 
to less than $200 million and supplied 
only 12% of total receipts. Because data 
on profits and losses and other income 
were not requested prior to 1955, total 
receipts are not strictly comparable with 
the 1955 and 1956 figures. Employee con- 
$270 million in 1956 ac- 
9%, of total receipts, 
slightly higher than in 1955. These con- 


tributions of 
counted for 


tributions have increased moderately 


total 
ceipts have remained quite consistent. 


each year but in relation to re- 
In addition to these income items, a net 
profit of $50 million from the sale of 
assets and $20 million of other income 
was reported. 

Disbursements from corporate pension 


funds included $545 million of benefit 
payments to pensioners and $13 million 
of expenses chargeable to the funds. 
Benefit $100 


greater than in 1955, representing an 


payments were million 


increase of 22%. 





PENSION FUND ASSETS, END OF 1956 


Cash and deposits oe 
U. S. Government Securities 
Corporate bonds 
Own company 
Other companies 
Preferred stock 
Common. stock 
Own company 
Other companies 
Mortgages 
Other assets 
Total assets 


Book Value Market Value 
$ %, of $ %, of 
Million Total Million Total 
332 2.0 332 1.9 
2,293 13.8 2,192 12.5 
8,704 52.8 7,904 45.0 
776 4.7 682 3.9 
7,928 47.6 Be os 4 41.1 
570 3.4 524 3.0 
3,774 22.7 5,648 $2.2 
505 3.0 864 4.9 
3,269 19.6 4,784 27.2 
230 1.4 229 1.3 
736 4.4 735 1.2 
16,639 100.0 17,565 100.0 
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ew compensation decisions this 
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month 





Retirement pay taxable despite “un- 
fitness” for duty. When taxpayer was 
retired from the Navy, he was found not 
physically qualified for duty. However, 
his retirement pension was based on 
service time and he was rated as not dis- 
abled. The court holds that, since no 
part of taxpayer’s retirement pay was 
based on disability, he does not come 
within the provisions exempting armed 
forces disability pay from tax. Freeman, 
DC Calif., 2/13/58. 


Employee plan was savings, not profit- 
sharing; no deduction for forfeitable 
contributions. Taxpayer set up an em- 
ployee trust which in effect matched sav- 
ings contributed by the employees. The 
court finds that scheme was not one of 
the statutory plans for which deduction 
is allowed; it was not a pension, annuity 
or stock bonus plan; it was not profit- 
sharing because matching would be re- 
quired in the event of loss; and, since 
the employer’s contributions were for- 


feitable under several contingencies, it 
cannot come under the general rule 
allowing deduction for nonforfeitable 
contributions. The court indicates that 
the<ompany deliberately set up the plan 
without regard to tax consequences—it 
had sought advance rulings on its pen- 
sion plan, but did not here, and officials 
told IRS men that the plan was achiev- 
ing the good will it was designed to 
create and would be continued whether 
or not contributions were deductible. 
Mississippi River Fuel Corp., DC Mo., 
2/5/58. 


Retirement pay of non-disabled military 
personnel not sick pay. Military per- 
sonnel who are under the mandatory re- 
tirement age of 62, and who are on the 
retired list for reasons other than physi- 
cal disability, are not considered absent 
from work on account of personal in- 
juries or sickness. They cannot therefore 
exclude any part of their retirement pay 
as “sick pay.” Rev. Rul. 58-43. 





New excess profits tax decisions 





EPT relief granted based on net ab- 
normal income attributable to prior 
years. The court holds a portion of the 
income of a manufacturer of coated 
fabrics from sales of a developed resin 
product during 1942-1945 constituted net 
abnormal income of a class specified by 
Section 721(a)(2)(c) due to exploration, 
discovery, research or development at- 
tributable by that section. General Tire 
¢ Rubber Co., 29 TC No. 103. 


Construction corporation similar to 
predecessor; can’t use “new” EPT rates. 
The EP'T tax was assessed at special low 
rates for the first five years of a corpo- 
ration’s existence. However, the law re- 
quired the new corporation to treat as 
years of its own existence the years of a 
similar corporation owned by the same 
interests. The court finds that another 
corporation was so similar to taxpayer 
as to be identical with it. Therefore tax- 
payer must add on the other’s two years 
of existence. Gersten, 28 TC No. 84. 


Cancellation of subsidiary’s debt was 
capital paid in for Korean EPT. To 
finance capital improvements, taxpayer 
advanced $53,000,000 on open account 


to its wholly owned subsidiary. This debt 
was subsequently cancelled and entered 
on the books as a capital contribution. 
Shortly thereafter the subsidiary was 
merged into the taxpayer. The Commis- 
that 
served no business purpose but was made 


sioner contended the cancellation 
solely to avoid recognition of gain in 
taking over the assets of the subsidiary. 
In view of the obvious undercapitaliza- 
tion of the subsidiary, however, the court 
concludes this was a contribution to 
capital in good faith for the purposes of 
the business. Accordingly, credit is al- 
lowed in computing the daily capital 
addition, increasing the excess profits 
credit. Anderson, Clayton & Co., Ct. 
Cls., 12/4/57. 


Corporation not formed to avoid excess 
profits tax can use “new corporation” 
rates. Taxpayer corporation was organ- 
ized in 1953. It purchased the assets of 
a going business from another corpora- 
tion with the same stockholders but hav- 
ing different proportionate ownership. 
Since the old corporation had sufficient 
excess profits tax carryovers to absorb 
the combined income of the two corpo- 
rations, avoidance of excess profits tax 
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was not, the court finds, the motive for 
organization of taxpayer. Accordingly, 
taxpayer may use the alternative rates 
applicable to new corporations in com- 
puting its excess profits tax. Fuller-White 
Chevrolet Co., DC Okla., 12/27/57. 


Section 722 relief not available to maga- 
zine publisher. A pulp magazine pub- 
lisher which came into existence after 
December 31, 1939, computed its excess 
profits tax credit on the basis of in- 
vested capital. It then sought a high 
excess profits credit based upon a con- 
structive average base period net income, 
under the provisions of Section 722(c)(1), 
(2) and (3). The court denies the relief 
requested because of the corporation’s 
failure to meet any of the qualifying 
conditions specified in the statute. Crest- 
wood Publishing Co., Inc., 29 TC No. 
85. 


Not entitled to earnings experience of 
“selling corporation” for EPT credit. 
Since taxpayer, a corporate auto dealer, 
failed to acquire “substantially all the 
properties (other than cash) of another 
corporation” and was therefore not a 
“purchasing corporation” within the in- 
tent of Section 474 of the 1939 Code, the 
Tax Court held it could not utilize the 
earnings experience of the “selling 
corporation” in computing its excess 
profits credit based on income. This 
court affirms. Daniels Buick, Inc., CA-6, 
1/23/58. 


Casualty insurance company failed to 
prove base period earnings were an in- 
adequate standard. A casualty insurance 
company which commenced business in 
1928 claimed excess profits tax relief 
under Section 722(b)(4) on the grounds 
that as a relatively new company it must 
be deemed to have commenced business 
immediately prior to the base period 
1936 to 1939, 
quence, its average base period net in- 
come was an inadequate standard of 


years, and, as a conse- 


normal earnings. The court concludes 
that taxpayer is not entitled to relief 
since the net income for the base years 
had actually reached a fairly constant 
level. Also, the fact that the company 
deducted a reserve for losses during the 
base years rather than the amounts sub- 
sequently developed as representing ac- 
tual losses, is found not to have resulted 
in an inadequate standard of base period 
normal earnings entitling it to relief 
under Section 722(b)(5). Northwest 
Casualty Co., 29 TC No. 64. 
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Spouses estates equal: consider 


advantages of marital bequests plus gifts 


takes it 
consideration 


SMART ESTATE PLANNER 


that 


Y I VHI 
as 


must be given, not only to the total tax 


fundamental 


payable in transmitting property, but 
also to the time the tax payments are 
likely to But, of this 


is given little weight when th« 


be made. course, 
factor 
planner is considering the estates of a 
husband and wife, both of whom are of 
This was the situation 
Paul F. Icerman in out 
(8 JITAX 66). We 
have received a very interesting analysis 
from Jack Schlosser, of the New York 
CPA 


may be 


advanced years. 
discussed by 


February column 


firm of Eisner & Lubin, of what 
the more typical situation of 


He 


points out the effect of gifts by the 


spouses with an age differential. 
surviving spouse and that planning to 
have the surviving spouse make gifts can 
result in estate tax savings. 

The Mr. 
man was concerned was a man who has 
$1,000,000. “He has 


been rather tax-conscious over the years, 


situation with which Icer- 


an estate of about 
managing the family finances in such a 
manner that his wife also has about the 
same amount of property. Both are ove: 
70 years of age. Each has willed the en- 


tire. estate to the children. I have not 


suggested that the wills be changed to 
utilize the marital deductions, although 
there could be a sizeable reduction in tax 
at the first. However, 


death of the 


chances are that both deaths will come 


fairly close together. The saving to the 
first estate would be offset by an even 
greater tax on the second.” 


Marital deduction costs $22,500 

“At Mr. Schlosser, 
“there little or 
held with re- 


first blush,”’ says 


would seem to be 


that 


no 
discussion could be 
gard to the foregoing conclusion. I have 
prepared a tabulation which illustrates 
the point being made. Exhibit A shows 
the the the 


results to children 


upon 


death of both taxpayers without a mari- 
tal deduction provision in either will. 
Exhibit B the 
children existence of a 
marital deduction provision in the will 
of the first decedent. 


shows the results to 


assuming the 


“It is obvious from these tabulations 


that the existence of a marital deduc- 
tion provision has cost the children ap- 
proximately $22,500 of additional estate 
taxes. 

“The only point of discussion would 
seem to ime to be whether or not Mr. 
Icerman’s conclusion can be applied 
generally to all situations where a hus 
band and wife have 


equal estates. 


Secondly, we should explore whether it 
the 
slightly restricted set of facts which he 
has indicated.” 


is a. fixed conclusion even under 


“In the more typical situation,” Mr, 
Schlosser “the 
generally older than the wife. Mortality 
tables that the 
weaker sex live to riper old ages than 


reminds us, husband is 


indicate members of 
their respective mates, as a general rule. 
If you combine these two aspects, you 
will generally have a situation in which 
it can reasonably be assumed that a 
time lag will exist between the death 
of the husband and wife. In this situa- 
tion, then the results reflected in Exhi- 
bits A and B take on a different meaning. 

“It is true that the marital deduction 
provision has cost the family $22,500; it 
is also true that this additional cost pro- 
duces an offsetting advantage; namely, 
the deferral of approximately $177,000 
of estate taxes until the second death. It 
is obvious that, if the reasonably antici- 
pated interval between deaths is long 
enough, the possible payment of addi- 
tional estate taxes of $22,500 may repre- 
the 
$177,000 of tax money. If you add to 


sent a reasonable cost for use of 
this picture the possible pressure that 
may be exerted on businesses or invest- 


ments held by the decedent in order to 





Estate of first decedent 
Marital bequest 


Estate taxes 


Net retained by children 


Total received by children 





EXHIBIT D — MARITAL DEDUCTION AND SURVIVOR’S GIFT IN 
CONTEMPLATION OF DEATH 


Gift by surviving spouse $ 418,000 418,000 
Gift tax 82,000 
Total expended by surviving spouse $ 500,000 
Estate of second decedent $1,000,000 
Gift in contemplation of death 418,000 
Total $1,418,000 
Estate tax $468,000 
Gift tax credit 82,000 
Net estate tax 386,600 
Balance newark $1,031,400 
Eliminate gift in contemplation of death 418,000 
Net retained by children 613,400 


$1,000,000 
500,000 


$ 500,000 
126,500 


$ 373,500 


$1,404,900 
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raise estate taxes, we can easily see other 


reasons why the deferral. of 


estate tax 
payments may be worth substantially 
more than the $22,500 reflected in the 
aforementioned schedules. 

“If we assume that the security of 
the surviving spouse may be of greater 
importance to the testator than the ul- 
of his children, we 


factor 


enrichment 
still 


tend to make the deferral of estate taxes 


timate 


have another which would 
a highly desirable aim. 

“From all of the foregoing, it would 
appear obvious that one cannot always 
asume that the existence of a marital de- 
duction provision in a situation where 
both husband and wife have equal and 
substantial estates is an undesirable 
situation. As a matter of fact, it is my 
strong feeling that in most instances, it 


is still highly desirable.” 


Gifts by surviving spouse 


“There is one additional factor which 
may tend to dramatize the fact that the 
existence of a marital deduction pro- 


vision in this type of situation can be 
turned into a definitely favorable tax 
A shows the results to 
the family after the death of both hus- 


band and wife where each has an estate 


factor. Exhibit 


of $1,000,000 and no marital deduction 
provision in either will. I will suggest 
two possibilities to amend this situation: 

“1. A marital deduction provision is 
inserted in both wills with the property 
passing to the surviving spouse outright; 

“2. Immediately after the death of the 
first taxpayer, the surviving spouse makes 
a gift to her children af $418,000 out of 
the property received from the first de- 
cedent. 

“This will result in a gift tax of ap- 
proximately $82,000 so that the surviv- 
ing spouse has completely given away 
the full $500,000 which she inherited by 
way of gift or by way of gift tax. Exhibit 
C reflects the results of this situation 
after the death of the second decedent. 

“It indicates two interesting conclu- 
sions: 
the initial set of facts in 
Exhibit A, the first estate tax to be paid 
to $303,500; under the sug- 
gested set of facts in Exhibit C, the first 


“1. Under 
amounted 


estate tax, plus the gift tax, amounts to 
$208,500, thereby indicating a deferral 
of $95,000. 

“2. The final results indicate that the 


children have been enriched in the 
second situation by the same amount; 
namely, $95,000. This is, of course, en- 


tirely due to the fact that the gift tax 
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Estate of first decedent 
Estate taxes 


Net received by children 
Estate of second decedent 
Estate taxes 
Net received by children 
Total received by children 
Estate of first decedent 
Marital bequest 
Estate taxes 
Net received by children 
Estate of second decedent 
Estate taxes 
Net received by children 
Fotal received by children 
Estate of first decedent 
Marital bequest 
Estate taxes 
Net received by children 


Gift by surviving spouse to children 
Gift ta». 


Estate of second decedent 
Estate taxes 


Total received by children 





EXHIBIT A — NO MARITAL DEDUCTION 


EXHIBIT B — MARITAL DEDUCTIGN 


EXHIBIT C — MARITAL DEDUCTION AND GIFT BY SURVIVOR 


Total expended by surviving spouse 


$1,000,000 
303,500 


$ 696,500 
$1,000,000 
303,500 


696,500 


$1,393,000 


bs 


£000,000 
500,000 


$ 500,000 
126,500 


$ 373,500 
5 


500,000 
503,000 


997,000 


$1,370,500 


$1,000,000 
500,000 


$ 500,000 
126,500 

$ 373,500 

$ 418,000 418,000 


82.000 


$ 500,000 


$1,000,000 


$03,500 696,500 





$1,488,000 








paid in the foregoing situation is 
cheaper than the estate tax that would 
have been paid on it in the original 
situation. 

“Thus, it can be seen that the marital 
deduction provision, coupled with a gift, 
can result not only in tax deferral with 
all of its attendant benefits, but can re- 
sult in ultimate over-all savings. In this 
illustration, the gift tax was calculated 
on the assumption. that the lifetime ex- 
emption of the surviving spouse had 
been fully utilized. It also made no pro- 
vision for annual exclusions. It is obvi- 


ous, therefore, that there are possibili- 
ties that this gift tax cost can be further 
reduced with increased benefits to the 


entire family.” 


Contemplation of death? 

“What if the surviving spouse com- 
plies with this program and then dies 
within three years of the gift? Under 
such circumstances, it is possible that the 
gift may be held to have been made 
in contemplation of death and therefore 
includible in the estate of the surviving 
spouse for purposes of calculating the 
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second estate tax. Putting aside for the 
moment the fact that this position can 
be resisted and that taxpayers have been 
fairly successful in overcoming this point 
of view, does it represent a_ possibility 
for upsetting the happy conclusions 
noted in Exhibit C? 
“Exhibit D the 


this situation. It presupposes the first 


measures results of 
death with a marital deduction provi- 
sion; a gift by the surviving spouse; the 
payment of gift tax thereon; the death 
of the second spouse coupled with the 
the 
been 


inclusion in his or her estate of 


aforementioned gift as 


having 





Widow's power of appointment too re- 
stricted to qualify for marital deduc- 
tion. The residue of taxpayer's estate 
was left in trust for his wife, who was 
given a power to appoint the corpus by 
The 


state law, she had no power to appoint 


her will. court finds that, under 
her estate or her creditors; it follows that 
this power is too limited to qualify for 
the marital deduction. Allen, 29 TC No. 


52. 


Decedent had no power despite at- 
tempted appointment. In 1903 taxpayer, 
a nonresident alien, created a trust, the 
principal to go to her child if only one 
survived her; if more than one survived 
she had a power of appointment. She 
attempted to exercise this power even 
though only one child survived her. The 
court holds she had no power of appoint- 
ment and therefore the trust corpus is 
S. estate. The 
vesting of the corpus in her only child 


not includible in her U. 


came about as a result of the trust terms, 
not a power of appointment. Brooke 
Trust (Bank of N. Y. Tr.), DC N. Y., 


11/26/57. 


Grantor not taxable on income of trust 
created between “May v. Heiner” laws. 
Decedent’s husband was obligated to 
pay his first wife $9,000 a year and he 
established a trust for this purpose. 
When he died, decedent (his second 


wife) became entitled to the property 


subject to the first wife’s rights. In 
January 1932 she transferred her in- 
terests to another trust in which she 


reserved the income rights but irrevoc- 
ably disposed of the remainder. Such a 
transfer, if made today, would in any 
event be includible in the gross estate 


May 1958 


made by him in contemplation of death. 

“Exhibit D indicates clearly that this 
position by the Treasury Department 
will reduce the over-all tax savings to the 
family by approximately $85,000. How- 
ever, there is still an over-all savings of 
$10,000 and the benefits of deferring tax 
upon the first death in the amount of 
$95,000. 
that, 
clusion of the marital deduction provi- 


This would seem to indicate 


in this instance, at least, the in- 


sion, coupled with the gift, is a definite 
advantage even if the Treasury Depart- 
ment takes the adverse position with re- 
gard to the gift.” 


isions this month 


income retained for 
a period not ascertainable without refer- 
ence to decedent’s death. The court held 
it was likewise includible under the law 


as a transfer with 


applicable to transfers between March 
3, 1931, and June 7, 1932, because of 
the retained right to receive income in 
excess of $9,000 a year for life, although 
in fact there was no income in excess 
of $9,000 in 
the 
$9,000 a year income. The right to excess 


any year. This court re- 


verses; trust was not producing 


income was therefore “without sub- 


stance”; her right to income after the 
first wife’s death was merely contingent 
and not taxable in this period. Hubbard 
Estate, CA-5, 12/6/57. 


Extent of power to invade charitable 
remainder presents a question of fact. 
Decedent’s will made provision for a 
trust, the income from which was to go 
to certain relatives for their lives, with 
the remainder to charity. The trustee 
had the discretionary power to invade 
principal for the benefit of the life 
tenants as he should deem to be ‘“‘reason- 
able and proper.” The Commissioner 
disallowed the charitable deduction on 
the ground that the bequest could not be 
measured with sufficient accuracy. After 
securing a state court judgment to the 
effect that the power of invasion was to 
be exercised only for the support and 
the 
executors brought this suit for refund. 


maintenance of the life tenants, 
The Commissioner's motion for a sum- 
mary judgment is denied. Although the 
state court being non- 
adversary, are not binding here, the am- 
biguity in the will as to the extent of the 
trustee’s power, and the possibility of its 
exercise, must be determined by evidence 


proceedings, 


extrinsic to the will itself. Capewell 
Estate (Hartford Nat’l Bank & Trust Co, 
Ex’r), DC Conn., 11/20/57. 


Alien’s undrawn trust income a deposit 
free of estate tax. The Code exempts 
from U. S. 
U. 3; 
gaged in business. Decedent had been 


estate tax deposits in the 
by a nonresident alien, not en- 


the income beneficiary of a trust of 
which a U. S. The 
court holds that the unremitted income 
balance at the date of death was due 
her without restriction 


bank was trustee. 


and was a de- 
posit exempt from estate tax. Brooke 
Trust (Bank of N. Y. Tr.), DC N. Y., 


11/26/57. 


Insured’s estate includes policies; wife's 
checks don’t prove she paid premiums. 
Decedent’s wife paid half the insur- 
ance premiums on decedent’s insurance 
policy with checks from her bank ac- 
count. However, the Tax Court finds, 
she did not show that decedent did not 
give her the money to pay the premiums. 
It holds that in 
proof the entire proceeds of the policy 


the absence of such 
are includible in the gross estate. Wolf 
Estate, 29 TC No. 46. 


Intrafamily notes barred by the statute 
not an estate debt. Decedent during his 
lifetime borrowed money from his four 
children and his wife, for which he gave 
them promissory notes. The Tax Court 
allows the notes held by two of the 
children as claims against the estate, but 
disallows the notes of the others because 
the statute of limitations would bar 
their collection. Wolf Estate, 29 TC No. 
46. 


Date of creation of revocable trust de- 
termines date power of appointment is 
created. General powers of appointment 
created prior to October 21, 1942 are 
taxable only upon their exercise by the 
Here had 
created two 1935 
and 1931, respectively, under which de- 
cedent was granted a general power of 


donee. decedent’s husband 


inter vivos trusts, in 


appointment. One of the trusts was re- 
vocable by the grantor, and, under the 
terms of the other, the decedent’s power 
was contingent upon her surviving her 
She her 
but 


husband. did in fact survive 


husband, her own will made no 


mention of the powers. The court holds 
that, despite the fact of their contingency 
and revocability, the powers were created 


at the time of the creation of the trusts, 
that is, prior to October 21, 1942. Con- 
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sequently, decedent’s failure to exercise 
them makes them nontaxable. Under the 
law of Alabama, a residuary clause does 
not Operate as an implied exercise of a 
power of appointment. Turner Estate 
Merchants Natl. Bank of Mobile, Ex’r.), 
DC Ala., 11/21/57. 


Employee’s estate includes death bene- 
fits; he could name beneficiary (Old 
Law). Decedent possessed enforceable 
vested rights to income in pension plans 
and a profit-sharing trust set up by his 
employer. He could be deprived of his 
rights only by voluntarily terminating 
his employment or by being discharged 
for cause. He also had the right to desig- 
nate a beneficiary of the payments in the 
event of his death before or during the 
period payments were to be made. He 
died in 1951, having named his wife as 
beneficiary of the as-yet-unenjoyed pay- 
ments. The rights constitute a property 
interest, includible in his gross estate 
at their date of death value. In addition, 
his power to designate a beneficiary con- 
stituted a general power of appoint- 
ment, and the value of the payments is 
[The 


1954 Code excludes an annuity under 


includible as appointive assets. 


a qualified plan receivable by a_ bene- 
ficiary other than the employee’s estate.— 
Ed.) Wolf Estate, 29 TC No. 48. 


Legal life estate with power of dispo- 
sition does not qualify for marital de- 
(Old Law). 


queathed his entire residuary estate to 


duction Decedent be- 
his wife “to be used, enjoyed and dis- 
posed of by her in any way she may 
choose” with a proviso that any uncon- 
sumed portion should pass upon her 
the 
Kentucky, this language created a life 


death to their son. Under law of 
estate, with a power of disposal. Under 
the 1939 Code, such an estate was con- 
sidered a “terminable interest,” and the 
marital deduction is denied the estate. 
Section 2056(b) (5) would now permit 
life 


power of disposition, whether exercis- 


a legal estate with an unlimited 
able by will or inter vivos, to qualify for 
the marital deduction.—Ed.] Boyd Estate, 


DC Ky., 11/8/57. 


Retained interest in notes valued. Dece- 
dent had given away an undivided frac- 
tional interest in notes during her life- 
time, but had not given the assignees a 
preferred claim. The district court held 
the value of her retained interest is the 
same proportion of total value as the 
face is of total face 


amount retained 


amount. This court affirms. 


CA-10, 12/19/57. 


Howells, 


Withdrawals from estate without court 
decree not illegal; no claim 
Under the terms of the will of decedent's 
husband she was to be sole beneficiary 


arises. 


if she survived distribution of the estate; 
if she did not, their children would be 
beneficiaries. Decedent served as execu- 

the her husband's 
1939 until her death in 1951. 
During this time she repeatedly made 


trix from time of 


death in 


substantial withdrawals from the estate 
without therefor 


from the probate court. The district 


obtaining a decree 
court held that a state court would have 
the 
deductible 


been obligated to confirm with- 


drawals, and therefore no 
claim would arise against her estate be- 
cause of her administration of her hus- 
band’s estate. This court affirms. Howells, 


CA-10, 12/19/57. 


Charitable deduction allowable though 
unpaid taxes may reduce bequest. Dece- 
dent’s will provided for a trust for the 
benefit of his wife with powers of inva- 
sion and appointment. The residuary 
estate was left in trust to certain chari- 
ties, and all death taxes were to be paid 
out of this trust. Pennsylvania inherit- 
ance tax on the widow’s trust was only 
$24,000, but Pennsylvania authorities re- 
served the right to collect an additional 
tax in the event the widow failed to ap- 
point the remainder, so that it would go 
to charities from the 


not exempt 


Pennsylvania tax. The Tax Court al- 
lowed the charitable deduction but held 
that since additional Pennsylvania in- 
teritance taxes might ultimately be due 
and payable out of the residuary trust, 
the deduction should be reduced by the 
possible amount of such additional state 
taxes. This court affirms. Brooks Estate, 
CA-3, 1/9/58. 


Husband's life insurance not includible 
in wife’s estate, even though purchased 
with community funds. The Commis- 
sioner included one half the cash sur- 
render value of 26 insurance policies on 
the life of decedent's surviving husband 
in her estate on the ground that the 
premiums had been paid with commun- 
ity property and decedent had been 
named primary beneficiary if she sur- 
vived her husband. The court holds that 
such inclusion would be inequitable, 
since the executor would have to pay a 
tax on property which had not come 
into his possession. In addition, the only 
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interest the decedent had in the policies 
was a right under state law to prevent 
one half the proceeds from being paid 
to a stranger upon the death of her hus- 
band without her consent; otherwise her 
husband had complete control of the 
policies. This interest of the decedent 
was extinguished by her death, nothing 
was transferred, and consequently 
nothing is includible in her gross estate. 


Stewart Estate, DC Calif., 12/18/57. 


Election valuation date 
binding despite erroneous legal advice. 
The election to use the alternate valua- 


of alternate 


tion date must extend to all of the prop- 


erty included in the gross estate, not 
only to the portion of such property 
which has declined in value. The execu- 
tor in this case, however, was informed 
otherwise by his attorney, with the re- 
sult that he signified his election to use 
the alternate valuation date in the man- 
ner prescribed on the return form, but 
entered date of death values with re- 
spect to those items wihch had appre- 
ciated in value, and, for those which had 
fallen in value, the value one year from 
the date of death. The aggregate value 
of the estate assets had actually increased 
during the year after death. The court 
holds that, since the intention to elect 
the 


ambiguously expressed, the election was. 


alternate valuation date was un- 
irrevocable, and the estate tax was to be 
paid on the basis of the enhanced value. 
Estate (Rosenfield Ex’r), DC 


Penna., 12/3/57. 


Beaston 


Marital share of residuary estate is com- 
puted prior to the allocation of estate 
taxes. Decedent left half of his residuary 
estate to his half to his. 
children, and further provided that taxes. 


widow and 
be paid out of the residuary estate, 
rather that out of specific legacies or 
bequests. New York law provides that 
taxes are to be apportioned according to 
the value of the property received, with 
allowance made for any exemptions or 
deductions allowed for the purpose of 
arriving at the the taxable 
estate. The question presented the court 


value of 


is whether the amount of the marital de- 


duction should be reduced by the 


widow’s proportionate share of the taxes, 


or whether the full marital share, be- 





Notes on new estate and gift deci- 
sions in this department are by Ed- 
ward P. Hannigan, member of the 
New Jersey Bar and associated with 
Harrison F. Durand in Newark. 
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fore such reduction, should be used in 
computing the taxable estate. The court 
that, New York the 


benefit of the marital deduction is to be 


holds under law, 
computed on the widow’s share without 
reduction for taxes apportionable there- 
to, thus giving the entire benefit of the 
marital deduction to the widow, rather 


than to the residuary estate as a whole. 


Ransom Estate (Prezzano, Ex’r), DC 
N. Y., 12/30/57 
Interest is not payable on _ refunds 


under Technical Changes Act of 1949. 
The Act of 1949, 


which provided for refunds, under cer- 


Technical Changes 


tain conditions, of estate taxes paid 


upon transfers taking effect at death, 


contained a provision that no interest 


was to be paid on such refunds. Tax- 


payer here argues that this provision re- 
lated only to administrative refunds, not, 
as in his case, to overpayments which 
are recovered through court order. The 
court in denying interest was allowable 


holds that no such distinction is made 


in the act, which had, in effect, con- 


ferred upon certain taxpayers, retro- 


which 
Estate 


actively, a_ benefit was a 


DC 


pure 


windfall. Cardeza Penna., 


12/24/57. 


Power of appointment released in con- 
templation of death; trust corpus in- 
Certiorari Decedent, 


cluded denied]. 


through a nominal settlor, set up a 
spendthrift trust in 1929 under which 
life 


eral testamentary powe! of appointment 


she and a 


reserved a estate gen- 
Under the mistaken impression that she 
avoid the estate tax, the 
1943. 


The court holds that the general powe1 


would thereby 


decedent released her power in 


of appointment constituted a reserved 


amend or revoke the 


that, 


power to alter, 


transfer and estate tax avoidance 
being her sole motive, it was released in 
contemplation of death. Consequently, 
the trust corpus was includible in dece- 
dent’s estate. McIntosh Estate, cert. den., 


1/13/58. 


One half the value of survivorship an- 
nuities purchased with community funds 
includible in gross estate. Decedent had 
purchased a number of annuity con- 
tracts under which she was to receive a 
certain sum annually for life, commenc- 
ing at a stated age. Any portion of the 
purchase price unrecovered at her death 
was to be paid to her husband, with 
their daughter a contingent beneficiary. 


In 1950, the terms of the contract were 
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changed to provide for equal monthly 
payments to the decedent over a period 
of 20 years, any remaining payments to 
be made to her daughter upon the 
mother’s death prior to the expiration of 
the period. Since the contracts cannot 
be considered insurance policies for 
estate tax purposes, they are not taxable 
under the insurance sections of the Code. 
Under the law of California, there was 
a presumption that the contracts were 
community property, since they had 
been purchased with community funds. 
Consequently, the decedent possessed at 
her death an interest in the policies 
equivalent to only one half their value, 
except as to those in which the husband 
had expressly released his community in- 
terest, leaving the policies clearly her 
separate property and as such fully in 
the aggregate 
received had to be dis- 


cludible. In either case, 
amount to be 
counted to show the value as of the date 
of death. Stewart Estate, DC Calif., 


12/18/57. 


Husband's gift of property not reduced 
by wife’s failure to release inchoate 
dower. Taxpayer made a gift of real 
property to his children; his wife did not 
join or otherwise release her inchoate 
dower. The Service rules that her failure 
to release does not diminish the value 
of the property for gift tax purposes. 


Rev. Rul. 58-13. 


Donees liable for gift tax though on 


other gifts. The Commissioner deter- 
mined that a deficiency in gift taxes 
was due from the donors of trusts set 


up in 1951, but the three-year statute of 
that 
source. Within one year after the statute 
had the 


Commissioner gave notice to the trustees 


limitations barred collection from 


run on the donors, however, 
that a gift tax was due on the property 
they held in trust. Each donee is held 
responsible to the extent of the value of 
his gift for the gift tax due on all of the 
gifts made by the donors during the tax- 
able year in question, regardless of 
whether he held the specific property as 
to which the gift tax was assessed. It 
that the 


were solvent and that no attempt had 


makes no difference donors 
been made to collect the tax from them. 


La Fortune, 29 TC No. 54. 


Discretionary trusts for minors not en- 
titled to annual exclusion (Old Law). 
Taxpayer created irrevocable trusts for 
the of his six minor 


benefit of each 


grandchildren. Any part of the income 


or principal of the trusts, or both, could 


“be used at any time it may be needed” 
for the support, comfort and education 
of the income beneficiary. This discre- 
tion lodged in the grantor, while living, 
and in the trustee upon grantor’s death, 
The court holds that the annual exclu. 
sion of $3,000 per donee is not available, 
since only future interests were created. 
It was not possible to value the benefi- 
ciaries’ present right to either corpus or 
income at the time of the gift. [Under 
the 1954 Code, exclusion is allowed for 
a gift in trust for a minor even though 
invasion may be made for the minor if 
the remaining principal will go to the 
donee at 21 or to his estate.—Ed.] Street, 
29 TC No. 46. 


Power to invade bars annual exclusion 
for value of income interests (Old Law), 
\ series of trusts were set up through 
the years 1951-1954 for the benefit of the 
minor children of the taxpayers. In all 


four series of trusts, income was cur- 


rently payable to the beneficiaries o1 


their guardians, the trusts to terminate 


upon the beneficiaries’ attainment of 


their majorities. Two of the trusts con- 
tained provisions authorizing discretion- 
ary invasions of corpus by the trustees. 


As to such trusts, no $3,000 exclusions 


were allowable, since, the court holds, 


the income interests, subject as they 


were to the power of invasion, could not 


be valued. The two trusts not provid- 


ing for invasion of corpus qualified for 
the annual exclusion to the extent of 
the value of their income interests. 


None of the remainder interests qualify 


for the annual exclusion because they 
are future interests. [Under the 1954 
Code, exclusion is allowed for a gift 
in trust for a minor even though the 
principal may be invaded for him, if the 
remaining principal will go to the donee 
at 21, or to his estate.—Ed.] La Fortune, 


29 TC No. 54. 


Unlimited power to invade principal for 
the benefit of grantor prevents a com- 
pleted gift [Nonacquiescence|. Decedent 
had set up an inter vivos trust, the in- 
come from which was payable to her for 
life, named 
ficiaries. The corporate trustee had the 


with remainder to bene- 
power to invade trust principal for the 


“comfort, education, maintenance or 
support” of the grantor. There was testi- 
of the 


trustee that the insertion of this power 


mony by an _ officer corporate 
for the protection of the grantor had 


been a condition of their acceptance of 
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The Tax Court held that no 
gift was payable, since there was an un- 


the trust. 


limited power of withdrawal held by a 
nonadverse party, and consequently no 
completed gift. Gramm Estate, 17 TC 
1063, prev. acq. withdrawn; nonacq. IRB 
1957-49. Similarly Paolozz, 23 TC 182, 
prev. acg. withdrawn, nonacq. IRB 
1957-49; Vander Weele, 27 TC 342, non- 
icq. IRB 1957-49. 


Waiver of restrictions on assessment does 
not bar refund claim under Technical 
Changes Act of 1949. When decedent 
died in 1942, an estate tax was paid by 
his executors on the value of an inter- 
vivos trust under which the decedent had 
retained a reversionary interest, although 
value 


one whose was less than 5% of 


trust corpus, the law in effect at that 


time requiring such inclusion. The ex- 
time filed a waiver of 


ecutors at that 


restrictions against immediate  assess- 


ment and collection of deficiency in 
estate tax in order to stop the accumu- 
lation of interest. Pursuant to the Tech- 
nical Changes Act of 1949, which pro- 
vided for refunds of taxes paid on such 
transfers as the present one, the execu- 
the 


The court holds that they 


tors in 1950 sought a refund of 
amount paid 
are entitled to it. The waiver of restric- 
filed the 


Revenue did 


tions with Collector of In- 


ternal not constitute a 


closing agreement or compromise of the 
tax due, since the Commissioner was not 
fur- 
the 


DC 


thereby precluded from asserting a 
ther deficiency, and consequently 
executors are not estopped. Dunk, 
Fla., 1/28/58. 

Restriction on power of invasion dis- 
qualifies bequest. Decedent left the resi- 
due of his estate in trust, the income 
being payable to his wife on demand, 
and provided further that she could in- 
vade corpus if she should require addi- 


tional sums and that “she and she alone 
shall be the judge of how much shall be 
The held that 


the wife possessed a general power of 


required.” Tax Court 


appointment over the trust which quali- 
This 


Under the applicable 


fied for the marital deduction. 


court reverses. 
state law, the wife’s invasion of principal 
had to be made in good faith and was 
limited to: her reasonable needs. Con- 
sequently, it did not qualify as a géneral 
power of appointment. However, two 
interests were the 


separate created by 


trust; the other portion to the extent 
unconsumed, was to pass absolutely to 


the wife’s estate upon her death. The 





value of interest was a valid marital de- 
duction. Ellis, CA-3, 1/31/58. 


Wife may permit husband to manage 
her property, but it remains hers {Ac- 
quiescence]. Decedent had for a long 
time prior to his death been in poor 
health, while his wife had been extreme- 
ly active in a number of business ven- 
tures. In 1936, his wife purchased a 
liquor store with her own funds. Dece- 
dent's feelings of inadequacy and _in- 
security prompted his wife to permit 
him to manage the store finances. The 
decedent utilized some of the proceeds 
of the business to set up bank accounts 
He also 
maintained safe deposit boxes and had 
Title to 
two parcels of real estate was recorded 
in the decedent’s name. The Tax Court 
rules that the assets found in the posses- 


in his own or assumed names. 


an account with stockbrokers. 


sion of the decedent at the time of his 
death, being the proceeds of the business 
owned solely by his wife, were her prop- 
erty and not includible in his gross 
estate. Rand Estate, 28 TC 1002, acq. 


IRB 1958-7. 


Bequest to Bar Association charitable. 
$5,000 to the 
Rhode Island Bar Association to be used 


Testator bequeathed 
by it “for the advancement and uphold- 
ing of (the) standards of the profession 

. and for the prosecution and punish- 
ment of those members who violate 
their obligations to the court and to 
the public.” The Commissioner denied 
a charitable deduction on the ground 
that the bequest was an outright gift to 
a noncharitable organization which en- 
gaged, at least to some extent, in the 
carrying on of propaganda and other ac- 
tivities intended to influence legislation. 
The court finds that there was no evi- 
dence that a substantial part of the ac- 
tivities of the Bar Association involved 
attempts to influence legislation. In any 
event, the gift was not outright, but in 
trust, and for the specific purpose of 
maintaining the ethical standards of the 
legal profession. The court holds that 
this purpose comes within the designa- 
tion “charitable” and that consequently 
the bequest qualifies for the deduction. 
Rhode Island Hospital Trust Co., DC 


R. L, 1/22/58. 


Transferee’s enjoyment of principal not 
dependent upon surviving transferor. 
Decedent transferred interest-income cer- 
194i and 1942, 
providing that the income was to be paid 


tificates to his wife in 
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to her during her life and that she 
could at any time terminate the arrange- 
ment by the principal 
amount represented by the certificates. 


withdrawing 


Should his wife predecease him without 
having exercised the power of termina- 
tion, the income was to be paid to him 
for life with a similar power of termina- 
tion. The certificates are not includible 
in the decedent's gross estate by reason 
of his express reservation of a reversion- 
ary interest. Possession or enjoyment by 
the beneficiary could be had, not only 
by surviving the decedent, but also by 
the beneficiary's exercise of the conferred 
power of termination. Smith, DC Colo., 
12/30/57. 


Requirement that widow survive dis- 


tribution void; marital deduction al- 
lowed. Decedent bequeathed his entire 
residuary estate to his wife, but with the 
proviso that, in the event she should 
die before distribution of the bequest, 
the property was to pass to others. The 
Commissioner contended that the con- 
tingency requiring her survival until 
distribution created a possibility of di- 
vestment which could occur subsequent 
to the six-month period following the 
testator’s death, and that consequently 
the bequest failed to qualify for the 
marital deduction. The district court dis- 
agrees. An examination of the applicable 
state law leads the court to the conclu- 
sion that, by reason of the rule favor- 
ing early vesting of estates, the condition 
subsequently attached to the initial gift 
was void and that the widow’s interest, 
indefeasible, 


being as a consequence 


qualified for the marital deduction. 


Smith, DC Colo., 12/30/57. 


No charitable deduction though sole 
beneficiary died leaving all to charity. 

A husband 
ciprocal wills. Each left the entire estate 
to the other, if surviving. If not, the en- 


and wife executed re- 


tire estate, after certain bequests, was 
to be paid to a charitable trust. The hus- 
band died first, and during the period of 
administration the wife died. The hus- 
charitable de- 
duction for all the income of the estate 


band’s estate claimed a 
subsequent to the wife’s death since it 
would ultimately go to the charitable 
trust established under the wife's will. 
This court affirms the disallowance of 
the deduction. The charitable deduction 
is available only when it is the dece- 
dent’s will that commits the income to 


charitable purposes. Williams, CA-9, 1] 
24/58. 
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EW DEVELOPMENTS IN 


Payroll taxes 


D BY PETER G. DIRR 





The problem of equity v. speed in 


disputed unemployment insurance 


» es OLD SAW “justice delayed is justice 
denied” applies with particular apt- 
ness to unemployment insurance benefit 
cases. Denial of benefits pending court 
settlement of the unemployed worker's 
right to disputed payment would put 
on him an almost irresistible pressure to 
The 


many states is to require payment if the 


surrender. solution adopted in 
worker’s right to it has been upheld 
twice. Frequently, if the payment is ulti- 
mately held to be unjustified, the em- 
ployer’s account is not charged. Yet even 
with this provision, these “double 
affirmation” clauses have been found un- 
constitutional by a number of state 
courts. (See, for example, the criticism 
of the Pennsylvania case Pennsylvania 
State Chamber of Commerce v. Torquato 
at 6 JTAX 356.) 

A comprehensive note in the Univer- 
‘sity of Pennsylvania Law Review (106 
U. Pa. L. Rev. 256) evaluates the prob- 
lem, the solutions adopted by the vari- 
‘ous states and the treatment given these 
‘solutions by the state courts. This article 
is an adaptation of that paper, omitting 
the footnotes. 


Nature of interests involved 

The primary objective of unemploy- 
ment compensation is to alleviate the 
financial stress placed upon an unem- 
ployed worker, says the law review. In 
order properly to effectuate this policy, 
payments must be made as soon as pos- 
‘sible after unemployment arises. How- 
‘ever, the attempt to do so may adversely 
affect certain interests of the employer 
whose workers are to receive the bene- 
‘fits, depending 
adopted. 


upon the procedure 

Instead of requiring all employers to 
‘contribute a uniform percentage of their 
‘payrolls to the unemployment compensa- 
tion fund, all states now employ some 


type of sliding scale based upon unem- 


ployment experience of the individual 
employer. Of the five types of ‘“exper- 
ience-rating”’ systems in use, all but one 
reflect the amount of benefits paid to a 
particular employer’s workers in the de- 
contribution rates. 
Under the “reserve-ratio” plan, the most 
popular experience-rating device, mem- 
orandum accounts are created for each 
employer. Used solely for measuring the 
risk of unemployment, they do not 
represent an actual equity in the fund. 
However, since an agency’s allowance of 
benefits is charged to the employer's 
memorandum account, which in turn is 
the most important factor in determin- 


termination of his 


ing his contribution rates, his economic 
interest in the account becomes real. 
Although the amount of benefits paid 
is important in determining contribu- 
tion rates under experience-rating for- 
rates are also 
affected by the total balance of the gen- 
eral pooled fund out of which payments 
are made. The Pennsylvania statute, for 
example, provides for five separate rate 


mulas, contribution 


schedules, each of which goes into effect 
at a predetermined fund balance, and 
operates to set contribution rates after 
the employer’s experience rating has al- 
ready been determined. The contribu- 
tion rates increase as the fund’s balance 
decreases. 

In addition to the employer's interest 
in the effect disbursements may have 
upon future contributions, his interest 
as a taxpayer in seeing that the fund 
is properly disbursed has been heavily 
relied upon by those cases holding 
double affirmation clauses unconstitu- 
tional. This interest becomes especially 
important in claims arising out of labor 
disputes if the jurisdiction is one which 
prohibits payments in such cases or pro- 
hibits those arising from strikes as con- 
trasted with lockouts. Improper agency 
allowance of benefits may place the em- 


ployer in the anomalous position of sup- 
porting, through his own contributions, 
workers who are striking against him, 
Failure to permit interposition of the 
employer may frustrate the legislative 
attempt to prevent use of unemploy- 
ment compensation as a tool in labor- 
management bargaining. 

Due process ramifications of double 
affirmation clauses can best be under- 
stood in light of the alternatives avail- 
able to the legislature. 

At the extreme, all. payments 
might be made subject to prior judicial 
review of the administrative determina- 
tion. This procedure affords maximum 
protection to the employer, but con- 
comitantly works to the detriment of the 
employee because of the probable in- 
crease in time between the creation of 
unemployment the payment of 
benefits. Under the present Pennsylvania 


one 


and 


system the two separate administrative 
appeals alone may require ten weeks, 
with the time period extended to over 
four months if judicial review is re- 
quired. 


No judicial review 

At the other extreme from a_proce- 
dure staying payment prior to judicial 
review would be one precluding judicial 
review entirely. While this method 
would clearly facilitate quick payments, 
it would offer the employer a minimum 
amount of protection. As a result of 
agency action alone he might be sub- 
jected to higher contribution rates both 
through charges to his experience-rating 
account and a decrease in the fund bal- 
ance, as well as to harm through im- 
proper disbursement of the fund to 
striking workers. If 
double 


payment 
but with 
judicial review poses due process ques- 
tions, a fortiori this procedure would 
raise constitutional problems. 


upon 


afirmation eventual 


Limited judicial review 

In the middle ground are those pro- 
cedures permitting immediate payment 
upon agency determination, but provid- 
ing for eventual judicial review. If 
judicial review results in agency reversal, 
aside from suspension of further pay- 
ments, three results may follow: the em- 
ployee may be forced to disgorge prior 
payments, thus returning the fund to 
the status quo; or the employee may be 
permitted to retain prior payments with- 
out adjustment in the employer’s mem- 
orandum account; or the employee may 
be permitted to retain prior payments, 
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but with an adjustment made in the 
employer's memorandum account, thus 
restoring that account to the status quo. 

Were the employee forced to disgorge 


prior payments upon reversal of the 


decision, the employer would 
both the fund balance 


and his memorandum account would be 


agency 
suffer no harm: 
restored to their proper level. Further- 


moreé improper disbursement would 


have a less serious effect upon the em- 
ployer’s bargaining position in a labor 
dispute. If the employee knows that he 
is charged with repaying awards reversed 
upon judicial review, or that he will at 
least be subject to a judgment that might 
result in attachment of property he may 
acquire in the future, he will be more 
prone to settlement than if such awards 
were made free and clear. 

However, the impact of recoupment 
upon the employee renders this alterna- 
tive unpalatable. In all probability he 
will already have spent payments made. 
Recoupment would, therefore, have to 
take the form of either requiring equal 
reductions from payments due the par- 
ticular employee when he is unemployed 
in the future or requiring payment from 
whatever other assets he might have. 

Suspension of payments upon judicial 
reversal of an agency award, but without 
recoupment and without adjustment of 
the employer’s experience-rating ac- 
count, would satisfy the employee inso- 
far as he could retain prior payments. 
But the employer, of course, would be 
adversely affected by unreviewed agency 
action to the extent such payments force 
an increase in his contribution rates. A 


procedure of this sort was held un- 
constitutional as a deprivation of due 
process in Pennsylvania State Chamber 
of Commerce v. Torquato. (See box). 
The Pennsylvania act provides for no 
recoupment unless the employee is at 
fault in receiving payments to which he 
is not entitled. Although it was argued 
that an employer’s experience rating 
would not be charged if the agency’s 
allowance was reversed upon judicial re- 
view, the court did not so construe the 
act. 

rhe third alternative would provide 
for adjustment of charges to the em- 
ployer’s experience-rating account, but 
not for recoupment of payments already 
made. Thus, the only injury to the em- 
ployer through increased contribution 
rates caused solely by administrative ac- 
tion would be that resulting from a 
decrease in the general fund balance. 


The employer would argue that a de- 


crease in the fund balance would either 
result directly in a higher rate or would 
prevent the fund’s balance from build- 
ing up to a level permitting decreased 
However, there may be a 
large range in fund balances before a 
new rate schedule becomes effective, it 
would be difficult for the employer to 
demongtrate that any individual pay- 
ment had more than a de minimis effect 
upon And 
could the employer claim special injury, 
since a rate change resulting from fluc- 


rates. since 


contribution rates. neither 


tuation in the fund level would affect 
all employers paying into the fund in 
the same manner. 

Thus, this procedure would appear to 
be the 
available to the legislature since it mini- 


most reasonable compromise 
mizes injury to the employer caused by 
unreviewable administrative action, yet 
facilitates rapid payment of compensa- 
tion without subjecting workers to the 
hardship of recoupment. Nevertheless, 
this procedure has met with judicial 
that it 
amounts to a usurpation of judicial 


opposition on the ground 
power to review administrative action 
and consequently is a denial of pro- 
cedural due process. 


Denial of due process 

Any determination of whether limited 
preclusion of judicial review violates 
procedural due process must take into 
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account the protection which the ad- 
ministrative itself affords the 
interested parties. Administrative agen- 


process 


cies have been criticized by some for 
being “incautiously careless of litigants’ 
rights in ways that fair-minded judges 
would have avoided.” More specifically, 
it has been suggested that agency per- 
sonnel may be more vulnerable to politi- 
cal pressures than the judiciary and that 
the agency may not be able to attract 
men whose ability is equal to those at- 
tracted to judicial service. In addition, 
agency work is subjected to less effec- 
tive public scrutiny than is that of the 
judiciary. 


Supreme Court on due process 


The Supreme Court has indicated that 
due process may be sufficiently flexible 
as to permit limited preclusion of judi- 
cial review under special circumstances 
where there is a compelling need for 
such preclusion. For example, under the 
Selective Training and Service Act of 
1940, the 
establish 


President was authorized to 


civilian agencies, including 
local and appeal boards, to carry out the 
drafting of civilians for military service. 
Civilians were classified by the local 
board and could appeal these classifica- 
tions to an appeal board. The act made 
no provision for judicial review. 

In Estep v. United States (627 U. S. 


114 (1946)), in which petitioner ‘was in- 





Tuirty states and the District of 
Columbia provide for payment of 
unemployment compensation upon 
(Alabama, Ari- 
Colorado, Florida, 
Kentucky, 
Louisiana, Maine, Maryland, Missis- 
Montana, New 
Hampshire, New Jersey, New Mexico, 
North Ohio, Oklahoma, 
Pennsylvania, Rhode Island, South 
Carolina, South Dakota, 
Texas, Utah, Virginia, Wyoming). 

Of these 
special provision concerning super- 
(Alabama, Colo- 
rado, Kentucky, New 
Hampshire, New Jersey, Ohio, Rhode 
Island, South Dakota, Virginia), 
fifteen grant it only if the agency so 
orders (Arizona, Florida, Georgia, 
Iowa, Louisiana, Maine, Massachu- 
setts, New 
Mexico, North Carolina, Oklahoma, 


double affirmation 


zona, California, 


Georgia, Idaho, Iowa, 


sippi, Missouri, 
Carolina, 
Tennessee, 

have no 


states, eleven 


sedeas California, 


Maryland, 


Missouri, Montana, 





STATE LAWS ON CONTESTED PAYMENTS 


South Carolina, Tennessee, Wyom- 
ing), and four states and the District 
deny it 
(Idaho, Pennsylvania, Texas, Utah). 


of Columbia specifically 
Of the remaining states, two pro- 


vide for payment upon double 
affirmation except for claims arising 
out of labor disputes (Illinois and 
Minnesota), two provide that pay- 
affirmation is 
within the agency’s discretion (North 


Dakota and Wisconsin) and two re- 


ment upon double 


quire payment if an appeal board 
affirms a referee’s (New 
York and West Virginia). Six states 
prohibit 


allowance 
payment upon double 
(Arkansas, Connecticut, 
Delaware, Indiana, Kansas and Mich- 


affirmation 


igan), while five have no provision 
concerning such payment (Massachu- 
setts, Nevada, Oregon, Vermont, 
Washington). In one state payments 
are made if allowed by an appeal 
tribunal (Nebraska). 
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dicted for refusing to submit to induc- 


tion, the Court sustained the defense 
that the board had acted beyond its 
jurisdiction. In so doing, however, the 
Court severely limited the scope of judi- 
cial review of board classifications. The 
question of jurisdiction was said to be 
basis in 
[the 
board] gave the registrant.” The fact 
that a 


reached there is 


fact 


“only if 
the 


no 


for classification which 


board’s classification was erron- 
eous was not subject to attack. 

Che special circumstance thought to 
justify the circumvention of judicial re- 
view in the selective service area was 
the “urgent need of mobilizing the man- 
power of the nation for emergency pur- 
poses and the dire consequences of delay 
in that process. .. .”” Although the Court 
did not allow complete preclusion, its 
due process holding is particularly sig- 
nificant in light of the questionable need 
for preclusion and the fact that the 
petitioner’s personal liberty was at stake. 

In the Emergency Price Control Act 
of 1942, the 


legislative attempt to preclude judicial 


Court was faced with a 


review of administrative price deter- 
minations for a limited period. The act 
provided for promulgation of maximum 
prices by an administrator. The prices 
so set could be protested to the ad- 


ministrator by an aggrieved party, and 
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a denial of such a protest by the ad- 
ministrator could be appealed to the 
Emergency Court of Appeals. However, 
neither this court nor any other could 
stay, prior to review, the effectiveness of 
the administrator’s price regulation once 
it was set. The Court said in Yakus v. 
United States (321 U. S. 414 (1944)), that 
if the 
flation or the imposition on individuals 


alternatives “were wartime in- 
of the burden of complying with a price 
regulation while its validity is being de- 
termined, Congress could constitution- 
ally make the choice in favor of the 
protection of the public interest from 
the dangers of inflation.” Thus the pro- 
hibition of a temporary stay or injunc- 
tion was held not to be a denial of due 
process in that situation. Such injury as 
was caused during the interim period 
would be irremediable. 


Application to unemployment awards 

Similarly, in the case of unemploy- 
ment compensation awards, if the alter- 
natives are ineffectiveness of unemploy- 
ment payments because of delay, or im- 
position of the “burden” of complying 
with the administrative determination 
while its validity is being determined, it 
would seem that the legislature should 
constitutionally be able to make the 


choice in favor of the latter. Particularly 





Double affirmation clauses in un- 


employment compensation Statutes 
were first subjected to judicial scru- 
tiny in 1941. In holding the provi- 
the California court, in 
Abelleira v. District Court of Appeals 


(17 Cal. 2d 280), decreed that imme- 


sion valid, 


diate payment was a legislative man- 
date not to be contravened by the 
courts and found no violation of due 
process therein. In this same year two 
other jurisdictions reached a contrary 
result. The Iowa court concluded that 
since supersedeas was left to the dis- 
cretion of an agency under the Iowa 
statute, the agency was permitted to 
exercise the judicial power to grant 
or withhold order, 


an injunctive 


thereby violating that state‘s separa- 
tion of powers doctrine (Dallas Fuel 
Co. v. Horne, 230 Iowa 1148). Michi- 
gan, in Chrysler Corp. v. Smith (297 
Mich. 438), 


claiming it would “render adminis- 


invalidated the clause, 


trative action superior to recognized 


judicial powers” and make due 





CASES ON DOUBLE AFFIRMATION 


process of law “nugatory and a sense- 


less gesture.’’ One year later the same 
court, in Chrysler Corp. v. Unemploy- 
(301 


Mich. 351), specifically rejected the 


ment Compensation Comm’n 
Abelleira decision in reaffirming its 
own stand. In ensuing years Indiana 
struck down the clause (State ex rei. 
Campbell v. State, (223 Ind. 59) while 
West Virginia upheld it (State v. 
Davis, 131 W. Va. 40) and Texas 
avoided the procedural 
grounds (Todd Shipyards v. Texas 
Unemployment 245 S.W. 
2nd 371). Two contemporary deci- 


issue on 


Comm'n, 


sions have done little to resolve the 
The 
after a detailed analysis of the prop- 
the 
clause violative of due process (Penn- 


problem. Pennsylvania court, 


erty interest involved, declared 
sylvania State Chamber of Commerce 
v. Torquato, 386 Pa. 306), while Okla- 
homa, after distinguishing its statu- 
tory scheme from that of Pennsyl- 
vania, reached the opposite result 
(Abraham v. Van Meter, 303P.2d434). 








does this appear reasonable where the 
statutory scheme provides for adjust. 
ment of the employer's experience-rating 
account, thus minimizing the impact 
upon his economic interests resulting 
The 
strong need for preclusion, the insub- 


from unreviewed agency action. 
stantial effect on the employer’s interests, 
and the protection afforded by the ad- 
ministrative process combine to dictate 
a holding that procedural due process is 
not violated. And it is likely that a 
Federal court on the basis of the Estep 
and Yakus cases would so hold. 

Nevertheless, the courts in some states 
have already declared double affirmation 
clauses unconstitutional. [See box in ad- 
joining column.—Ed.] In some of the 
cases the decision was based in part on 
the due process clause of the applicable 
state constitution. Since these state due 
process clauses may be interpreted more 
stringently than the Federal provision, it 
appears that double affirmation statutes 
may be found invalid in other states 
where they have not yet been challenged. 
\ssuming that rapid payment is still con- 
sidered necessary by the legislature, an 
alternative method of speeding payment 
is to limit the scope of review. 

In those jurisdictions finding preclu- 
sion of judicial review unconstitutional, 
the courts do not indicate what scope of 
review is required. In light of the in- 
terests involved and the protection af- 
forded those interests at the administra- 
tive level, the way seems open for a 
Thus, 
statute might provide for immediate pay- 


limited scope of review. the 
ment upon double affirmation, without 
provision for judicial review except in 
those cases where there is an act in 
excess of the agency’s jurisdiction or an 
alleged procedural unfairness, involving, 
for instance, lack of adequate notice or 
arbitrary and capricious action by the 


agency. 


Indiana sick pay deductible 

Here is another change in the status of 
sick pay for state tax purposes. In the 
chart which was printed in 8 JTAX 117 
sickness payments made to residents of 
Indiana were shown as not deductible. 
The 


issued 


tax authorities have 
Bulletin No. 
dated March 3, 1958, stating that, if sick- 


Indiana now 


Information 58-2 
ness payments are made in accordance 
with an employer's specific plan, they are 
excludible from gross income. ‘This 
would seem to indicate that total pay- 


ments under the employer’s plan are to 


be considered to be non-taxable. 
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TAXATION OF 


Partnerships 


EDITED BY JACKSON L. BOUGHNER, LL.B., 





CPA 


Partnerships still have tax advantages; 


Casey compares with use of corporation 


ey rO THE ADOPTION of the income 
tax splitting benefits of the Revenue 
Act of 1948, the family partnership was 
i hot subject of discussion whenever tax 
men gathered. Since that date, we have 
seen very few articles on this subject. 

It was with great interest, therefore, 
William J. 


i read 
How to Handle Taxes in a 


that we Casey's book 
Law Prac- 
tice In Chapter Two of this book 


discusses the pros and cons of corpo- 


ration partnership. He sets forth the 
basic advantages of the partnership as 
follows 

Net tax cost may often be less in a 
partnership than a corporation. Income 
splitting for married couples gives the 
partner the benefit of lower tax rates on 


all partnership income. Stockholders can 
split only salary and dividend income. 
Note too 

lhe corporation distributes its profits 
in the form of dividends. These profits 
are also taxed to the stockholders. While 
the new dividends received credit grants 
some relief from the double tax, it is 
still a long way from being eliminated 
altogether. Partnership earnings are not 


taxed twice. There is only one tax on 
each partner’s share of the profits. 
“Corporations are penalized by a tax 
if they accumulate earnings without dis- 
them to the Here, 


tributing owners. 


again, the 1954 Code granted some re- 
lief — by allowing at least $60,000 to be 
accumulated without question and by 
making it tougher for the tax authori- 
ties to claim that there is an unreason- 
able accumulation. But, again, the dan- 
ger has not been entirely eliminated. 
this 


[he partnership won’t run into 


difficulty. The partnership can accumu- 
late its earnings at will. 

“You decide how to divide profits 
among your partners without regard to 
investment. You can even do it at the 


end of a year. 


“Income may be exempt to the corpo- 
ration (for example, proceeds on sale of 
property below cost, proceeds of life 
insurance, canceled debts, etc.). But it is 
fully the 
stockholder. That is not so with partners. 


taxed when distributed to 
Earnings already taxed increase the 
cost basis of the partner in his company. 
That is not true of the stockholder. 

“If the owner is also employed by the 
corporation, he may have to draw a 
salary in loss years in order to justify its 
reasonableness in other years. Thus, he 
will have taxed income although the 
business does not show a profit. 

“Long term gains are taxed at only 
25% to the partner, and to the corpo- 
ration. But they lose their identity when 
paid as dividends by the corporation. 
Then they are taxed to the limit. 

“Partnership losses can be _ offset 
against personal income. This can also 
yield the carryover and return of the 
prior years’ taxes. 

“Partners’ drawings are not subject to 
unemployment insurance. 

“Capital losses of partnership business 
reduce capital gains of individual part- 
ners in preparing tax returns. This ‘s 
not true in corporations. 
stockholders) 


can deduct their share of partnership 


“Partners (not true of 
charitable contributions (30% of their 
adjusted gross income) while corpora- 
tions are limited to 5%. Partners (not 
true of stockholders) can also take their 
share of tax-free interest as exempt in- 
come instead of as taxed corporate dis- 
tributions.” 


Depreciable property 

To the above partnership advantages 
should be added one which is not clearly 
spelled out in Mr. Casey’s book. That is 


* How to Handle Taxes in a Law Practice, by 
William J. Casey, New York, Institute for Busi- 
ness Planning, Inc., 1957, $12.50, 228 pages. 


Taxation of partnerships + 303 


the situation in which a partnership is 
formed to own and operate property 
which is subject to substantial allowances 
for either depletion or 
When such property is owned by a corpo- 


depreciation. 


ration, it is the corporation that gets all 
the tax advantage out of the depletion 
or depreciation and, except in rare in- 
stances, distributions to the shareholders 
will generally be taxable in full. Under 
corporate ownership, there is also the 
disadvantage that the corporate tax must 
be paid on any net income and only the 
balance is subject to distribution. 
Where such property is owned by a 
partnership, however, the members of 
the partnership will receive income from 
the property, and will become entitled to 
whatever the amount of the depletion o1 
depreciation is. Thus, if, for example, 
the cash income from rent of an apart 
ment building is $50,000 and the depre- 
is $25,000, 


receiving 


ciation in effect the owners 
$50,000 of 


which is taxed at one-half the regular 


will be income 
rates. 

In some cases, the depreciation or de- 
pletion may exceed the taxable income 
from the property, in which case the 
advantage of a partnership is obvious. 
With the new depreciation rules, such as 
double-declining balance and sum of the 
year’s digits, the possibility of using a 
partnership to own and operate newly 
constructed should be 


yroperty con- 
proj 


sidered whenever the construction of 


such property is planned. 


Limited partnerships 


Mr. Casey goes on to discuss limited 
partnerships as follows: 

“Limited partnerships have been more 
and more used to permit investors to do 
two things. First, they can give a deduc- 
tion of the losses as they are incurred — 
an ordinary deduction, rather than a 
capital loss, which arises when there is 
a stock loss. Next, they secure limited 
liability — usually the amount con- 
tributed. 

“Assume a person of wealth wants the 
ordinary loss, but wishes to limit his 
liability. He is approached by another 
without funds. Usually two or more of 
the latter people organize a general part- 
nership. The investor is then given a 
limited partnership. His investment then 
may: 

“Be 
the partnership, if any arise — or losses 


first used to cover all losses of 
may be shared proportionately. 

“Give him some large percentage of 
profits, if they occur — or profits can be 
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first used to pay back the limited part- 
ner’s losses. 

“Sometimes limited partnerships con- 
tract with corporations to run their busi- 
nesses. They. may agree that the limited 
partnership is to get some large per- 
centage of profits, if ever earned, and to 
assume all or part of the losses, if they 
are incurred; or is to operate a business 
in all of its departments and to pay over 
a piece of the profits to the corporation, 
but the corporation is to pay no losses.” 

In this connection, we should point 
out that the general partner should have 
a financial interest in the property. As 
pointed out in an article in this depart- 
ment of a few months ago, if the general 
limited financial 
means, the IRS may take the position 
that the partnership is in effect an as- 


partner is a man of 


sociation taxable as a corporation and 
just a cloak to protect the limited part- 
ners from liability. 

The 


growing in use lately in connection with 


limited partnership has been 
the ownership of rental property where 
it is desired to permit the owners to 
deduct the depreciation on their own re- 
turns. Generally the leader in the group 
acquiring the new property will act as 
the general partner and the investors 
will go along as limited partners. 


Family partnerships 


It was Mr. Casey’s discussion of family 
partnerships and their tax advantages 
even under the income tax splitting 
rules that struck us as particularly per- 
tinent. Under the heading “How to Use 
Family Partnerships,’ he states as fol- 
lows: 

“Family partnerships are more im- 
portant than ever today—mainly due to 
recent changes in the law permitting us 
to set them up by gift. That can give 
us an, easy way to split family income 
with children, parents and others in the 
family. This splitting can be much more 
favorable than that secured by whacking 
up the corporate stock by gift in many 
instances. 

“The 1954 Revenue Code specifically 
permits us to set up a valid family part- 
nership by gift or purchase even though 
the partners render no services. In many 
cases, the family partnership has _be- 
come clearly preferable to the closely- 
held corporation from a tax standpoint. 
In years refusal by the 
Bureau to recognize many of these part- 


gone by, the 


nerships for tax purposes made for great 


caution in taking advantage of the tax 
savings possibilities offered by the family 
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partnership. Now, by meeting a clear- 
cut set of standards, can use this 
method of dividing business income and 


the 


we 
build-up of capital, too, with 
children and other members of the fam- 
ily, IRC 1954 Section 704(e). 

“Family Partnership Tax Savings and 
How They Accumulate: You may be 
startled at the accumulation of annual 
income tax savings plus the estate tax 
saving which can result from creating a 
family partnership. The tables below 
will give you an idea of the annual in- 
the cumulative 
build-up over 20 years, together with the 
additional tax saving at death. The tax 
Savings are estimated at levels of busi- 
ness income ranging from $25,000 to 
$300,000 a year. We assume that a father 


come tax saving and 


makes a gift of a one-third partnership 
interest to each of his two children and 
that the father will report 50% of the 
partnership income (25% for services 
and 25% for capital—split up on a joint 
return with his wife) and the children 
report 25% each. The tax savings and 
the accumulate at 
214% compound interest. The estate tax 
savings are estimated at a 30% rate. 


children’s income 


“Tax savings will be greater if more 
individuals are taken in as_ partners 
Take these recent cases: 

“Twelve children, eight of whom con- 
tributed no services, were OK'd as part- 
ners with a $22,000 saving. (Lankford v. 
Dunlap, DC 5/30/52.) Three 


brothers spread 60% of their business 


‘Texas, 


interests among ten trusts for their 
children, nieces, nephews, unmarried 


sisters. In fourteen years $700,000 was 
shifted to 29 taxpayers. (Mauritz v. 
Scofield, CA-5 Texas 206 F.2d 135). 

“How the Develop. 
There’s a sizable savings in shifting in- 
come from high tax brackets to lower 
brackets. For example: 


Tax Savings 


“Mr. A, a married man with one child, 
owns a sole proprietorship that yields 
an income of $50,000 after exemptions 
and deductions. 


splitting, the top $6,000 is taxable at 
50%, the next $4,000 at 56% and so on, 
Mr. A changes the business to a part- 
nership and gives his son an _ interest 
that transfers $10,000 of business income 
to the son. 

“For tax purposes, the $10,000 now 
shrinks to $8,400—the son is entitled to 
his own $600 exemption and at least a 
$1,000 standard deduction. And the 
amount is subject to taxes ranging from 
20% on the first $2,000 to 34% on the 
last $400. True, the father may lose an 
exemption because his son’s income is 
more than $600. That loss, $354, is more 
than offset by the $3,112 tax reduction 
from shifting the $10,000. 

“In addition, the creation of a family 
partnership avoids estate tax on: 

“I. The value of the capital interest 
transferred to children and, if we keep 
under the $60,000 exemption and the 
$6,000 annual exclusion for each donee, 
we get no gift tax. 

“2. The build-up on value of partner- 
ship capital and earning power. 

“3. The income which accumulates in 
the hands of the children.” 

Obviously, to take advantage of a 
family partnership, a man must have a 
family. He must also be willing that 
they share in his income during his life- 
time. Many owners of closely held corpo- 
rations are constantly seeking advice on 
how to increase the amounts they are 
paying to their children and how to 
make gifts of corporate stock to their 
children. Often the problem is presented 
of two or three children working in the 
business and two or three who are not 
working in the Usually the 
father would like to benefit all of his 
children equally, whether they work in 
the business or not. Many sons-in-law 


business. 


have been hired to work for corpora- 


tions simply so as to benefit the 
daughter. 
In a family partnership, a great many 


of these problems are eliminated. Each 








Even with income-_ of the children can receive his fair share 
Table of Tax Savings Effected by Use of Family Partnership 

Net Family TAX SAVINGS 
Business Tax as Partnership Each Over 
Income Proprietorship Tax Year 20 Years 
$ 25,000 $ 5,672 $ 4,491 $ 1,271 $ 33,279 

50,000 18,294 12,308 5,986 156,731 

75,000 33,860 23,600 10,260 268,638 
100,000 51,192 37,414 13,778 360,749 
150,000 89,586 68,630 20,956 548,691 
200,000 131,682 103,392 28,290 740,717 
250,000 176,114 140,868 35,246 922,816 
300,000 220,614 ~ 180,306 40,308 1,055,384 
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in the property and those who are ac- 
wally working there can, in addition, 
receive a salary. No problems of reason- 
able salary are presented, provided sal- 
aries are paid only to those who actually 
work for the business. 

We have seen many instances lately in 
which family partnerships have pro- 
duced substantial tax savings for the 
owners. In none of these situations 
would we recommend that a corporation 


be substituted for the family partner- 


ship. Mr. Casey’s discussion indicates 
clearly that the principal problem is 
one of arithmetic. The income from the 
enterprise should be determined and 
then the taxes thereon, either in a corpo- 
ration, sole proprietorship or in the 
family partnership, should be computed. 
The estate taxes that would be payable 
were the property to remain in the 
ownership of the head of the family 
should into considera- 


also be taken 


tion. 


New partnership decisions this month 





Reserve on incorporation of partnership 
really a debt. When taxpayers incorpo- 
rated their partnership assets, they set 
“contingency reserve” of $7,000 to 
The 
corporation took over all partnership 


up a 
cover any umnascertained claims. 
assets and assumed the liabilities, but no 
daims were presented to be charged 
against this reserve account. When the 
limitations period against such claims 
had expired, the corporation distributed 
the $7,000 to taxpayers. The court holds 
the reserve account represented a debt 
to taxpayers and the distribution was a 
repayment, not a dividend. Burck, DC 
Ind., 1/28/58. 


Land contributed to partnership takes 
basis of contributing partner. Taxpayer 
was a 50% member of a partnership in 
the business of developing unimproved 
real estate. He contributed land to the 
partnership having a cost basis to him 
of $9,800, and which was carried on the 
partnership books at $28,000. When the 
land was sold, the partnership reported 
distributable income using a cost basis 
$28,000. The court holds tax- 
payer's true distributable income from 


figure of 


the partnership was one-half of the 
profits from the sale of the transferred 
land computed on the basis of the cost 
of the tract at $9,800, and not $28,000. 
Under the 1954 Code it is possible for 
the partnership to provide for the taxa- 
tion of the entire appreciation which oc- 
curred prior to contribution, but was 
realized after, to the contributing part- 


ner.—Ed.| Culley, 29 TC No. 113. 


Distributable partnership income tax- 
able to each partner up to date of 
termination. Two brothers, Harry and 
William, conducted a scrap metal busi- 
ness as equal partners and reported the 
partnership income on a calendar-year 


basis. Their not har- 


monious and, after many proposals and 


association was 
counterproposals and several notices of 
dissolution of the partnership, Harry, by 
agreement dated April 21, 1951, sold out 
his interest to William for $125,000, a 
price arrived at by reference to the 
January 1, 1951, status of the business. 
On the facts as shown, the court con- 
cludes that the partnership continued 
in full effect until it was 
terminated by the April 21, 1951, agree- 
ment and up to that date Harry was a 
full 50% partner in every respect and 
taxable on half of the distributable in- 
come. Est. of Goldstein, 29 TC No. 99. 


force and 


Court reverses finding on motion to re- 
open record and holds son a partner. 
In a prior decision the court had con- 
cluded that three out of four children 
were bona fide with their 
parents in a brokerage business. With 
respect to the tourth child, it found that 


there was insufficient evidence to estab- 


partners 


lish that he was a partner. Now, upon 
a reconsideration of the original record 
and the receipt of additional evidence, 
including testimony of the fourth child, 
the court reverses itself and holds the 
latter did valid and 
pleted gift of a partnership interest and 


receive a com- 
that he was a bona fide partner. The 
court notes that its action in granting 
the motion to open the record is ex- 
ceptional and not to be regarded as a 
precedent in view of its general policy 
not to try cases piecemeal. Willett, TCM 
1958-20. 


Misc. New Decisions 
Needn’t deduct contributions in com- 
puting depletable income. Taxpayer was 
entitled to percentage depletion, the 
allowance being a percentage of its net 
income from the property. The Commis- 
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sioner insisted that contributions to cer- 
tain local hospitals and charities were 
really business expenses and reduced the 
depletable net income. The court, re- 
ferring to the many cases holding similar 
contributions were allowable only as 
charity because the company and _ its 
employees received no special benefit, 
agrees with the taxpayer that the 
amounts here are allowable only as con- 
tributions and do not reduce the deple- 
tion allowance. U. S. Potash Co., 29 TC 
No. 112. 


Taxation of partnerships + 


Capital gain on sale of oil rights; de- 
duction for intangibles allowed. Tax- 
payer partnership transferred oil rights 
to drilling companies under an agree- 
ment whereby it was to bear 55% of the 
drilling costs and to receive 55% of the 
oil income. The drilling company made 
a cash payment for its 45% interest. The 
court holds that the cash payment from 
the oil company is capital gains. It 
allows deduction of depreciation and in- 
tangible drilling costs as claimed. [No 
opinion reported and the exact nature 
of the controversy is not clear.—Ed.] 
Fasken, DC Tex., 12/13/57. 


Stripper can’t accrue estimated cost of 
required land fill. Taxpayer, a strip min- 
ing company, was required by state law 
to restore stripped properties within one 
year after the mining operations were 
completed. During the taxable years in- 
volved, the company did not complete 
mining, nor did it contract for the 
restoration work on any of its stripped 
properties. It did, however, charge off 
on its books as an accrued expense the 
estimated future cost of restoring the 
properties stripped during the year. 
Since nothing occurred during any of 
the taxable years to give rise to a liabil- 
ity for the expenses, the court holds 
they were not “incurred” and hence 
could not be allowed as deductions. The 
court also points out that even if the 
expenses were properly accruable, they 
would because 
there was no showing that the amounts 
estimated were reasonably accurate. 
Denise Coal Co., 29 TC No. 61. 


have been disallowed 





Erratum: It grieves us to have to in- 
vite attention to an error in our last 
issue. We mentioned that Arch M. 
Cantrell had just been named Gen- 
eral Counsel of the Treasury Depart- 
ment. As practically everybody knows, 
he is Chief Counsel of the IRS. 
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Planning needed now 


possible tax relief for 


— RE IS INCREASING for tax relief 
for small business. Tax men serving 
these smaller businesses would be well 
advised now to make their plans such 
that they can benefit from relief when 
it becomes law. How likely is tax re- 
lief for small business? 

In every session of Congress hundreds 
bills 


reasonable and practical, others almost 


of tax are introduced; some are 


fantastic. All but a very few lack power- 
ful 
passage. Generally it is enough for the 


backing and have no chance of 
tax man to keep an eye on the activities 
of the Ways and Means Committee and 
the Senate Finance Committee—since, 
ordinarily, only bills sponsored by them 
are likely to become law. But in the 
the 


Senate Committee 


present political situation pro- 
nouncements of the 
Small 


their tax recommendations are likely to 


on Business must be heeded— 
have a good chance of passage. Con- 
gress, like the country at large, is dis- 
turbed by signs of recession and is in- 
the effect of a 


probably done in such a way as to aid 


clined to try tax cut— 
both consumer purchasing power and 
the survival of small business. 

The Committee (see membership in 
box) makes some specific suggestions for 
changes ranging from (1) a universal 
tax-deductible retirement plan to (2) 
depreciation changes, or (3) to require 
the Commissioner either to follow the 
Tax Court or appeal. These recom- 
mendations embodied in a bill 
(S. 3194) which is given the title, The 
Small Business Tax Adjustment Act of 
1958. 


are 


Reinvestment allowance 

The Committee proposes that a tax 
allowance be made for profits reinvested 
in a business. Since depreciation would 
not be allowed on this investment, the 
amounts to immediate 


proposal ex- 


to take advantage of 


small business 


pensing of the investment. “The pur- 
pose of a provision of this kind,” it 
said, “is to provide the equity capital 
small 
which is so badly needed. The allowance 


for development of business, 
to be provided for reinvestment can be 
tailored to benefit only the concerns 
which are in need of and may use such 
funds. This proposal would avoid the 
problem of defining ‘small business.’ 
all business concerns, 


regardless of size, but it would give 


It would assist 
relatively greater relief to the small. 

“An allowance for reinvestment would 
permit a deduction for income tax pur- 
poses for any business, regardless of its 
form of organization, which increased 
investment in inventory or depreciable 
The 
should be permitted on a graduated 
scale which would require the taxpayer 
to assume full responsibility for a por- 
tion of the expansion. It is suggested 


assets out of income. allowance 


that the allowance be made according 
to the following scale: 
“Amount of investment permitted as 
allowance: 
50% on first $10,000 eligible invest- 
ment 
30% of $10,000 to $20,000 of eligible 
investment 
20% of $20,000 to $30,000 of eligible 
investment 
maximum annual 
for a firm invest- 
in eligible assets. 
$10,000 is large 
to concerns which 
are most in need of increased equity 


Chis would permit a 
allowance of $10,000 
ing $30,000 or more 
The of 


enough to give relief 


maximum 


investment. 

“In order that this provision might 
several concerns with 
the same ownership should be con- 
sidered and taxed as a single unit in 


not be misused, 


order to take advantage of this allow- 
ance. 


“Further safeguards against abuse of 


this proposal which your committee 
suggests are (1) that to the extent of 
reinvestment in depreciable assets the 
allowance be applied to same; (2) that 
no deduction for depreciation be _per- 
mitted for tax purposes, to the extent 
of the allowance permitted, on assets 
against which the allowance has been 
applied; and (3) that, on sale of a 
the has 
been taken, or on the sale of an indi- 


business in which allowance 
vidual asset or group of assets on which 
the allowance has been applied, any 
gain on sale be considered as ordinary 
income to the extent of the unexpended 
accumulated allowance.” 


Fast write-off of used equipment 


“Witness after witness,” the Commit. 
tee said, “testified to a discriminatory 
provision in the 1954 Internal Revenue 
Code which works a wholly unintended 
“used” 
equipment or facilities have been denied 
the advantage of the alternative methods 
of depreciation provided by section 167. 
Used property is purchased most often 


hardship. The purchasers of 


by smaller concerns which cannot afford 
new machinery. There seems to be no 
reason why the same methods of de- 
preciation should not be available to the 
purchasers of property to be used in 
a trade or business, whether it be new 
or used.” 


Allow $100,000 accumulated earnings 


The penalty tax on unreasonable ac- 
cumulation of surplus is another area 
of the tax law which, the Committee 
felt, bore heavily on the closely-held 
corporation. “This group,” the Com- 
mittee said, “has great problems in ac- 
cumulating equity capital for ordinary 
business needs . The greatest share 
of such expansion has historically been 
financed through retention of earnings. 
Not only is it difficult to retain enough 
earnings after taxes, but management 
of small corporations must always pre- 
the 


accumulation. 


to defend reasonableness of 


This 
burden is not thrust on larger, public 


pare 
their additional 
owned corporations, because the ‘Treas- 
ury has considered broad public owner- 
ship to be an automatic deterrent to 
improper accumulation of surplus. 

“In order that small business might 
be relieved from the more onerous re- 
strictions imposed by the accumulated 
your committee suggests 
whereby the mini- 
mum accumulated earnings credit be 
increased $60,000 to $100,000 


earnings tax, 
an amendment . 


from 
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will take of the 


off the smallest of corporations, who are 


which some pressure 


most restricted presently. The amend- 


ment will cause little, if any, loss of 
revenue to the Federal Government; 
will provide some increased equity 


financing for small corporations, and 
will relieve a great psychological deter- 
rent to the development of small busi- 


ness.” 
Election to be taxed as partnership 

\ corporation should be permitted 
its 
stockholders, to be taxed as a partner- 


an election, upon agreement of 
ship. Such an election must necessarily 
be binding, not only on the corporation 
but a corporate successor. It is the pur- 
pose of such an election to permit the 
taxpayer to operate in one form but be 
taxed as if another, thereby allowing 
the taxpayer the least possible tax. 
“For 


provision properly, it would be neces- 


purposes of administering this 


sary to make the election binding for 
1 definite period, to prevent constant 
jumping back and forth. Still, in view 


of the purpose of the provision to give 


the taxpayer the benefit of the least 
tax payable under the most favorable 
form, your committee would not sug- 
gest a permanent election. Conditions 
change over a period of time, which 
might well change the basis for such 
in election. Therefore, it is recom- 
mended that such an election be bind- 
ing on a corporation for a period of 
{ years, after which a new decision 
might be made. 


“Your committee also suggests a cor- 
1361 
the 1954 Internal Revenue Code [the 


relative amendment to section of 
election of proprietorships and partner- 
ships to be taxed as corporations.—Ed.] 
[he election permitted by that section 
should also be subject to a new de- 
cision after 4 years. In addition, section 
1361 should be amended so as not to be 


limited to partnerships ‘in which capital 
is a material income-producing factor, 
or 50% or more of the gross income of 


such enterprise consists of gains, profits, 
or income derived from trading as a 
principal or from buying and selling 
real property, stock securities, or com- 
modities for the account of others.’ This 
last change will extend the benefits of 
this section to enter- 


many worthy 


prise S. 


Passage-of-title rule 
The Committee cited at length the 
testimony of one witness about the heavy 


expense the current passage-of-title rules 
put on a small business attempting to 
qualify as a Western Hemisphere trade 
corporation. That witness, as quoted by 
the Committee, said: 

“Although section 109—now section 
921—contained no express definition of 
the source of income for Western Hemi- 
sphere, trade the 


purposes, Treasury 


regulations provide that . . . the source 
of income from the purchase and sale 
of personal property is the country in 
which the property is sold. The courts 
have held under section 119 that such 
place of sale, and therefore the source 
of income, is the country where title to 
the personal property passes. The Com- 
Internal Revenue 
adopted these holdings and ruled them 
to be applicable to the Western Hemi- 
sphere trade corporation section. 


missioner of has 


“It will be noted, however, that the 
basic purpose underlying section 119 
was to determine the jurisdiction of the 
United States to tax income, whereas 
the purpose underlying the Western 
Hemisphere trade corporation section, 
as stated at the time of its adoption, 
is to eliminate competitive disadvan- 
tages between United States corpora- 
tions dealing with South American cus- 
tomers as against foreign corporations. 

“In order to accomplish this latter 
purpose, it would appear that the place 
where the competition exists should de- 
termine the source of the income. 

“In view of the state of the law, it 
was necessary, under the Commissioner’s 
interpretation of section 109, that [my] 
company establish operating procedures 
so that title 
the United States. 

“However, the expense of establishing 


. would pass outside of 


and maintaining such warehouses 
branch offices, particularly during the 


early years of the establishment of South 


or 


American trade, would have been pro- 
hibitive. The possibility of obtaining 
agents in South America to whom ship- 
ment could be made and who would 
transfer title was investigated, and again 
it was determined that this expense and 
be justified 
from a sound business or competitive 


complication could not 
standpoint. It was also obvious that the 


intervention of a branch office, ware- 
house, or agent would contribute noth- 
ing toward furthering the congressional 
purpose in enacting the Western Hemi- 
sphere section and 
would merely add complication and ex- 


pense. It would therefore appear logical 


trade-corporation 


that the simplest, least expensive means 
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of transporting the property to its ulti- 
mate destination would be most de- 
sirable to effectuate the congressional 
purpose. 
“It is impractical for small companies 
maintain ofices or ware- 
houses in all of the many South Amer- 
ican countries. Like ourselves, many of 
these other smaller companies make 
special equipment for our South Amer- 
ican customers, 


to branch 


warehouse, 
branch office, or business arrangement 
merely for the purpose of establishing 
the fact that the title passed outside of 
the United States is cumbersome, ex- 


and any 


pensive, and contrary to the purposes 
of the original act.” 

The Committee made no specific sug- 
gestions for changes; it said merely that 
“Foreign trade by smaller concerns is 
as important to this country as trade 
by bigger businesses. Such trade may 
even be more important to the con- 
tinued existence and good health of 
small business. Legislation permitting 
equal application of the Western Hemi- 
sphere trade-corporation provisions to 
small 
mediately.” 


business should be passed im- 


No rate reduction 


The Committee felt that an over-all 
rate reduction would cause too great 
a cut in the revenues at this time. It 


said: “Many witnesses at each of the 
cities in which hearings were conducted 
suggested that over-all rate reduction of 
individual and corporate income taxes 
would be of the greatest possible as- 
sistance to the economy. These people 
would reduce both the personal and 
corporate income-tax rate to a maximum 
of 42% on a step basis over a 5-year 
period. 

“Your committee feels that this sug- 
gestion is much too broad and all-en- 
compassing for it to pass judgment at 
this time. It does appear that such a 
plan would entail a loss of revenue to 
such an extent that few if any other 
changes could be made. It well may be 
asked if the inequities should be re- 
moved before such a costly wholesale 
operation is undertaken which would 
serve to perpetuate discrimination with- 
in the system.” 


Personal retirement allowances 


“It has long been evident that per- 
sons eligible for membership in pension, 
profit-sharing, or stock-bonus plans, as 
provided for by section 401 of the 
Internal Revenue Code of 1954, were 
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Committee on Small Business consists 
of the John 
Sparkman, Alabama, Chairman; Rus- 


sell B. Long, Louisiana; Hubert H. 


following members: 


Minnesota; George A. 
Smathers, Florida, Wayne Morse, 
Oregon; Alan Bible, Nevada; William 
Edward J. 
Salton- 
Andrew F. 


Humphrey, 


E. Proxmire, Wisconsin; 


hye, Minnesota; Leverett 
stall, 
Schoeppel, Kansas; Barry Goldwater, 
Thomas H. Cali- 
fornia; Jacob K. Javits, New York; 
Walter B. Stults, Staff Director; Wil- 
liam J. Erickson, Counsel; and Wiley 


S. Messick, Counsel. 


Massachusetts; 


Arizona; Kuchel, 











highly favored by the drafters of tax 
legislation. Only these people have been 
assisted, by favorable tax treatment, to- 
ward proper provision for their declin- 
ing years. This is a most worth-while 
purpose to be fostered by tax legislation, 
but it is wrong that most taxpayers are 
discriminated against by not being per- 
mitted equally advantageous tax treat- 
ment. 
“This 
unfortunate consequences to the small 
Small 


nesses are less able to set up and main- 


discrimination causes several 


businesses of the country. busi- 
tain plans which will qualify for the 
preferred treatment under section 401. 
This is true because the professional 
expense and overhead charges of such 
plans will not be spread over as large a 
group of employees and, thus, will be 
relatively more costly even where it is 
Many 
who simply may not set up such a plan 


used. are the small employers 
because of the excessive cost. 

“When an employer does not have a 
retirement plan—so-called fringe benefit 
—he finds himself at a great disadvan- 
tage in competition for employees. Even 
should he pay higher wages equal to a 
competitor’s wage and retirement bene- 
fits, he would find that, because of the 
favorable wage and retirement benefits, 
the applicant would be money ahead by 
going with the larger firm. He must 
expend more just to make equal pay- 
ment to the employee. Then there is 
the psychological advantage of a pen- 
sion plan, even if equal economic bene- 
fit is offered. 

“More importantly, most of the small 
businesses of this country are not in- 
corporated. An operator of an unin- 


May 1958 


not be an 
“employee” for the purpose of member- 
ship in a qualified plan under section 


corporated business may 


401. Thus, the individual proprietor, 
unlike his counterpart in the corporate 
not get favorable 
treatment for himself, even if he chooses 


organization, may 


to set up a plan for his employees. This 
is a factor which looms large in any 
determination to provide such a plan. 

“For these and other reasons, pro- 
fessional and self-employed groups have 
for some time been attempting to get 
equal treatment for their members. Bills 
have been introduced in both Houses 
of Congress to accomplish this. Your 
committee has examined the provisions 
of these proposals and heard testimony 
on their relative merits. 

“Your committee suggests a provision 
which, although not new in concept, 
is new in technique and breadth of 
application. It would permit all tax- 
payers of this country the opportunity 
under the tax laws to provide for their 
own retirement. 

“It would seem essential that such a 
provision include all persons not now 
eligible for membership in a ‘qualified 
plan’ who are now given favored treat- 
ment. All taxpayers covered would be 
subject to the same application of this 
proposed amendment to the 1954 In- 
ternal Revenue Code. 

“Each taxpayer would be permitted 
a deduction for an amount up to 10% 
of his taxable income, or $1,000, which- 
ever is the lesser, if invested in a pre- 
scribed manner. The investment of such 
funds would necessarily have to be in a 
way which would take them out of the 
control of the taxpayer and apply them 
solely for the purpose for which the 
Such investment 
could be made with a bank or insur- 
ance company in special restricted ac- 
counts or policies. The recipient finan- 


deduction is given. 


cial institution would be required to 
make regular reports to the Internal 
Revenue Service concerning all such 
deposits or accounts. 

“This would provide a rather simple 
and workable plan whereby the tax- 
payer would be relieved of taxes on 
reasonable sums set aside for his own re- 
tirement. The taxpayer would, however, 
be required to pay taxes on all amounts 
received by way of benefits under his 
own program after retirement. 

“Because of the nature of this pro- 
posal, your committee would suggest a 
method by which a taxpayer would be 
entitled to carry over an unused portion 


of his retirement deduction for use at a 
later time. This would make allowance 
for emergencies, which make equal an- 
Further, in 
order that today’s older taxpayers may 
take advantage of this deduction, it 
should be provided that persons over 5) 


nual deposit impossible. 


be allowed a progressively greater allow. 
ance, depending on their age. The pur. 
pose of these last two modifications is to 
extend equal benefit to as many tax. 
payers as possible. 

“A retirement deduction of this nature 
would largely eliminate a very dis 
criminatory feature in the tax system, 
Your committee does not consider rey- 
enue loss a controlling factor, because 
what is fair treatment for one group of 
taxpayers should not be denied to the 
rest.” 


Deferring estate tax 


“Your committee suggests that cer- 
tain qualified estates be permitted an 
absolute election to pay the Federal 
estate tax in installments over a period 
of up to 10 years and a further exten- 
sion to 20 years where hardship can be 
shown. Estates which would qualify for 
the absolute election would be those 
which had more than 50% of their assets 


held 


whether it be organized as a proprietor- 


tied up in a_ closely business, 
ship, partnership or corporation. 

“As a further safeguard it should be 
provided that a disposition of the non.- 
liquid portion of a qualifying estate 
would make the unpaid balance of the 
estate tax immediately due and payable. 
This would also be the case where any 
installment payment on the tax was 


missed by the estate.” 


Administrative matters 


“Inconsistent interpretations of the In- 
ternal Revenue Code, resulting from the 
non-acquiescence of the Treasury in 
judicial rulings, work hardship on small 
business. Ordinarily, the amounts of tax 
and, in cases, not 


are smaller, many 


worth the expense of litigation. It is 
most difficult for a taxpayer to under- 
stand why the Treasury continues to 
press a position in defiance of a con- 
trary ruling by the Tax Court or a 
United States Court of Appeals. This 
is especially true when it costs the tax- 
payer an additional amount in tax not 
great enough to repay the cost of con 
testing. 

“Your committee wishes to commend 
the Treasury for its recent better record 


in acquiescence and its continuing effort 








to redu: 
ber of « 
cence ¢ 
sion of 
would | 
Congre 
taxpaye 
sponsib 
“An 
enue ( 
the Tr 
need n 
to be o 
to be ; 
Tax Ci 
Appeal 
higher 
protect 
taxpayé 
those ot 
tion—w 
finality 
“Wh 
down i 
cent C 
pared 
earlier 
ought t 
unless 
This w 
istratio 
the tax 
on the 
“It v 
much 
was ley 
written 
which 
commi 
of the 
people 
there | 
ported 
cate tl 
than | 
the lav 
“In 
1954, 
prietor 
to be | 
tain ¢ 
the el 
electio 
with re 
tary O1 
and m 
be ma 
tary. 
regulat 
tion a 
new p 
section 
earlier 





ature 


dis 


Cause 
up ol 


O th 


eriod 
xten 
in be 
'y for 
those 
assets 
iness 


ietor 


ld be 

non 
estate 
of the 
vable 
C any 


was 


1e In- 
m. the 
y in 


small 


inder 
§ to 
con- 
or a 


Chis 


x not 


con- 


mend 
ecord 


effori 











to reduce to the very minimum the num- 
ber of cases in which appeal of acquies- 
does not follow an adverse deci- 
Tax Court. 
would seem that here is an area where 
Congress should, for the benefit of all 
taxpayers, compel acquiescence in re- 


cence 


sion of the However, it 


sponsible judicial determination. 

“An amendment to the Internal Rev- 
enue Code to compel acquiescence by 
the Treasury in judicial determinations 
need not be too confining or restrictive 
to be of value. The Treasury ought not 
to be able to dispute decisions of the 
Tax Court or a United States Court of 
Appeals except by direct appeal to a 
higher court. The Treasury would be 
protected by its right of appeal, and the 
taxpayers—both the one in litigation and 
those others involved with the same ques- 
tion—would gain the advantage of 
finality and uniformity of treatment. 

“Where different courts have handed 
down inconsistent rulings, the most re- 
cent Court of Appeals decision, as com- 
pared to one of the Tax Court or an 
earlier decision of a court of appeals, 
ought to be followed by the Department 
unless the Department seeks an appeal. 
[his would assure uniformity of admin- 
istration and adequate protections for 
the taxpayer without an undue hardship 
on the Department. 

“It was most disconcerting to find that 
much of the criticism of the tax system 
was leveled not at the way the law was 
written by Congress, but the manner in 
which it is being administered. Your 
committee recognizes the difficult task 
of the Treasury in trying to please 
people while taking their money. But 
there have been some complaints, sup- 
ported by chapter and verse, that indi- 
cate that the Treasury has been less 
than 100% responsible in administering 
the law as Congress wrote it. 
Revenue Code of 


“In the Internal 


1954, Congress provided that a_pro- 
prietorship or partnership might elect 
to be taxed as a corporation under cer- 
tain circumstances. In_ providing for 


the election, Congress stated “. . . an 


election may be made, in accordance 
with regulations prescribed by the Secre- 
tary or his delegate. .” The manner 
and method in which the election could 
be made was expressly left to the Secre- 
tary. Naturally, the 


normal working 


regulations governing the administra- 
tion are much more important for a 
new provision such as this, than for a 
section much like one contained in the 


earlier law. In spite of their importance, 
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today, some 314 years after Congress 
acted, the Treasury still has not pro- 
posed the final regulations for this sec- 
tion. 

“Testimony was received from pro- 
fessional tax consultants that they dared 
not advise their clients to make an elec- 
tion under section 1361 until they had 
had an opportunity to see the final regu- 
lations. Since the election is irrevocable, 
they wanted to know the full effect of 
the election before binding their clients. 
Even though the temporary regulations 
left an escape clause for those choosing 
to be taxed as corporations, until final 
regulations are promulgated, the lack of 
definitive regulations is all-important in 
advising a client to set up a new book- 
keeping system which may turn out to 
be worthless. 

“The full circle was completed when 
it was argued to the House Ways and 
Means Committee in 1957 that section 
1361 should be repealed because it had 
not been effective, as proved by the fact 
that it had not been used. Thus, a sec- 
tion enacted by Congress for the benefit 
of small business has been rendered use- 
less by the failure of the Treasury to 
issue regulations. It has been and will 
be argued that final regulations had to 
be rewritten for the whole code after the 
1954 cannot be 
helped. However, most of the regula- 


revision and thus it 
tions have been proposed in final form, 
even though, in most respects, the law 

and, therefore, the regulations—is almost 
the same as the 1939 Code. It would 
seem that a little more care might have 
been shown for this particular section 
which 


was intended by 


hard-hit 


Congress to 


benefit a area and which was 
noticeably ineffective without the regula- 


tions. 


Discrimination toward small firms 


“Another example of administrative 
discrimination toward small concerns is 
exemplified by a statement submitted at 
the Minneapolis hearing: 

““T am particularly concerned by an 
apparent new concept in taxing stock 
redemption by small-business corpora- 
tions and which, if broadly enforced, 
will result in great tax inequity and an 
impossible tax burden on small corpo- 
rations.’”’ The witness went on to ex- 
plain that the Treasury was arguing 
that a redemption of stock of another 
stockholder was a dividend to him. 

“*This concept, I am told is supported 
by two recent cases of the Tax Court of 
the United States (Joseph R. Holsey, 28 
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iC No. 107, August 1957, and Louis H. 
Zipp, 28 TC No. 32, May 1957). This 
redemption has not increased my present 
net worth in any sense and the “con- 
structive dividend” so-called is non- 
existent. 

“*To my way of thinking, this new 
concept cannot help but result in killing 
off any incentive to let small corpora- 
tions grow. Shareholders, who are also 
employees, will want to withdraw earn- 
ings in the form of salaries rather than 
to expand their business, realizing that 
any expansion will result in a greater 
tax to them when any shareholder dies 
or wants to withdraw.’ 

“Much testimony was heard concern- 
ing the Treasury’s new use of salvage 
value for the purpose of determining 
proper depreciation schedules. This also 
is being done without the benefit of 
legislation and what, in many instances, 
appears to be an attempt to thwart the 
advantage granted by Congress in sec- 
167 of the 
Code, which allowed alternative methods 


tion 1954 Internal Revenue 
of depreciation. 

“The Treasury in each of these ex- 
amples has set out to accomplish some- 
thing not provided for by law and, in 
the last two instances, actually appears 
to run counter to the intent of Con- 
gress. It is also important to note that 
the impact of these administrative moves 
falls most heavily on the smaller con- 
cerns. These are only several of the 
many examples of this kind of adminis- 
trative legislation reported. 

“In the first instance, your committee 
wishes to condemn any activity which 
operates to negate a benefit intended by 
Congress. In instances cited in the above 
discussion, it is clear that Treasury has 
dragged its feet and operated to thwart 
the intent of Congress where provisions 
did not meet with Treasury approval. 
Regulations should be issued imme- 
diately so that section 1361 might be- 
come effective. Argument sustaining the 
absence of the regulations will not be 
nearly as effective as getting the regula- 
tions promulgated so that Congress can 
have an opportunity to determine the 
effectiveness of section 1361 for the pur- 
pose intended. 

“Your committee, with other appro- 
priate committees of Congress, will con- 
tinue to watch the Treasury Department 
to see that legislation is administered in 
the way it was intended. Action should 
be quickly initiated where it appears 
that a provision is being ill administered. 
The will of the Congress must prevail.” 
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Tax benefits spur increased use 


of discretionary trusts 


D* RETIONARY TRUSTS are increasingly 
popular, tax men say, with the tax 
benefits they can provide undoubtedly 
a factor in their growing use. Fortunate- 
ly, this is one area at least in which the 
tax law is working toward social good— 
discretionary trusts are frequently the 
most desirable way of providing for fam- 
ily needs. Don H. McLucas, vice presi- 
dent of the Northern Trust Company, 
Chicago, spoke on the legal and tax as- 
pects of discretionary trusts at the recent 
Mid-Winter New 
York. 

Trust instruments prepared thirty or 


Trust Conference in 


thirty-five years ago, he said, rarely in- 
cluded the power to pay principal to the 
income takers. Later, discretions were 
given trustees to advance principal to 
meet emergencies, such as accidents, ill- 
ness, and operations. More recently, the 
yardstick has been enlarged to cover 
broader purposes, and in some instances 
eliminated altogether. During the past 
few years, the use of the discretion to 
distribute a part or all of the trust in- 
come among one or more beneficiaries 
has become exceedingly popular. 

The tax laws have undoubtedly given 
the greatest encouragement to the use 
of these discretionary powers and to the 
use of the corporate trustee to exercise 
them. Particularly is this true as to the 
discretionary power to allocate trust in- 
come among a group of beneficiaries in 
the hope of minimizing family income 
taxes. A discretion to pay income in 
equal or unequal shares among a parent 
and children is a classic example. The 
parent usually has outside income and 
is in a much higher income tax bracket 
than the children. Often the parent is 
interested in providing financial as- 
sistance to the children when needed. 
Under a broad discretionary power over 


income, the financial assistance can be 


satisfied directly from trust income. The 
balance of the trust income can either 
be paid to the parent or accumulated, 
whichever would be in the parent’s best 
interests. The allocation of the income 
among the family group in this manner 
will invariably result in minimizing in- 
come taxes chargeable against the trust 
income. The tax economics of this ar- 
rangement, as compared with an alter- 
nate plan which would direct payment 
of all income to the parent—the high- 
bracket taxpayer—with the understand- 
ing that the parent will provide for the 
needs of the children, is obvious. 

This allocate income 
among the parent and children is some- 
times used as an alternate to a pro- 
posal of “skipping a generation,” which 
contemplates that there would be no 
provision in the trust settlement for the 
parent who has other expected sources 
of income, and that all income would 
be paid to the children, even though 
the parent may be living at the time of 
the payments. Inherent in the skipping 
plan is the possibility that the parent 
may be in need of funds some time in 
the future because of ill health or other 
unforeseen circumstances. If these future 
events should come about, the parent 
would be dependent on the children— 
a most unfortunate situation and com- 
pletely opposed to the intention of the 
maker of the trust. Compare this plan 
with the discretionary trust arrange- 
ment which affords the flexibility to 
make income and principal available to 
the parent during his or her lifetime 
in case of need, and in the meantime 
permits income payments to be made 
to the children. 

In recent years, the discretionary 
power over income is often used in the 
second trust under wills which qualify 
the first trust for the marital deduction. 


discretion to 


The wife must be entitled to all the 
income from the first or marital trust, 
This and her income from other sources 
may place her in a high income tax 
bracket and suggest that such income 
will be sufficient for her needs. A dis. 
cretion in the second trust, permitting 
the trustee to allocate income among 
the wife and children, will serve to 
protect the wife in case she may have 
need for the income from this trust; 
at the same time, the prudent exercise 
of the power will undoubtedly have 
the effect of minimizing the tax payable 
on the income from this trust. 

The tax laws encourage the use of 
an independent or corporate fiduciary 
to exercise the 
income among a group of beneficiaries, 
The courts in a 


discretion to allocate 
few cases have con. 
sidered the taxability of trust income, 
actually paid to others, by a trustee who 
was one of the objects of the discre. 
tionary power. In each of these cases, 
the court determined the trustee-bene. 
ficiary not to be taxable on income paid 
to other objects of the power. In each 
case, however, the court found the dis. 
cretion be unlimited in scope 
but restricted for certain purposes, such 
as “needs,” “maintenance and support,” 
“support and welfare” and “education.” 
If the discretionary power of the trustee 
to pay income to himself and to others 
is very broad in scope and not limited 
to an 


not to 


“ascertainable standard,” then the 
entire trust income, no matter to whom 
actually paid, will probably be taxed to 
the trustee-beneficiary. If, however, the 
beneficiary is acting with a disinter- 
ested co-trustee, then it appears from 
the Code that a broad discretion may 
be granted to the joint trustees without 
this consequence. Quite 
to cast the dis 
in the broadest kind of terms 
so as to give utmost flexibility in al- 
locating income among the family group 
rather than to confine the trustee’s al- 
location to enumerated purposes within 
which the power may be limited. In 
such cases a corporate trustee is often 
designated as the trustee or co-trustee 
to exercise such a discretionary power. 


adverse tax 


often it is desirable 


cretion 


Precise rules laid down 


The current Code contains precise 
rules as to the type of discretionary 
powers over income and principal that 
will cause income of an inter vivos trust 
to be attributable to the grantor even 
though actually paid to others. If the 
tax results planned to be accomplished 
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by ineevocable inter vivos trusts are to 
rules in many in- 
sances require the use of a disinter- 
ested trustee, which often means a cor- 


be achieved, these 


porate fiduciary, to deal with the dis- 
cretionary powers. A power to allocate 
income among a family group such as 
a parent and children falls within the 





Deduction allowed for estate income 
sven to charity under will compromise. 
When decedent died in 1949, he left two 
wills, one of which gave a portion of the 
residue to charity. Under a compromise 
1950 the 
got a smaller fraction of the residue and 


agreement made in charities 
it was agreed that the residue “shall in- 
dude the net income of the estate.” The 
administrator claimed a deduction each 
year for the fraction of the income that 
went to the charity. The Commissioner 
disallowed it on the ground that it was 
not received by the charity in satis- 
faction of a claim for income. The court 
allows the deduction; by the compromise 
wreement the charity had a right to the 
residue and a right to the income. Fur- 
thermore, as to 1949 income, while the 
amount was not paid or permanently set 
aside in that year, the deduction is al- 
lowable because it comes under the al- 
ternative words of the statute allowing 
used ex- 
that 
provision does not contain the phrase 


deduction for amounts to be 


dusively for charitable purposes; 
‘during the taxable year.” Fitch Estate 


Emanuelson, Adm.), DC Conn., 2/4/58. 


innuity received in settlement of will 
contest is taxable income. In settlement 
of a contest over her grandfather’s will, 
taxpayer agreed to the setting aside of 
certain assets in a trust to pay her some 
§200 a month for her life. The district 
court held that the payments were made 
to taxpayer from income of the trust and 
they are taxable to her. This 
airms. Harte, CA-2, 1/27/58. 


court 


Surviving annuitant must use deceased's 
vro basis for annuity cost (Old Law). 
\ primary annuitant had recovered tax- 
free his total annuity cost at the time 
of his death in 1947. The value of tax- 
payer-survivor’s interest, which amount- 
ed to $78,000, was included in his gross 
estate. 

entitled 


The court holds the beneficiary 
to the survivor’s interest must 
include all his annuity payments in gross 
income since his basis for the annuity is 


: New trusts & estates decisions 





requirement of this particular set of 
rules. Whether encouraged by tax laws 
or prudent planning for the disposition 
of property, the use of discretionary 
powers over income and principal is 
growing at a greatly accelerated rate; 
and this growth gives every promise of 
continuing in the future. ¥ 


° 


the same as the zero basis to the de- 
ceased. Under the express provisions of 
the 1939 Code as amended in 1951, Sec- 
tion 113(a) (5), which allows a stepped- 
transmitted at 
death, applies to the basis of a survivor- 


up basis for property 
annuitant’s interest only where the de- 
cedent dies after 1/5/51. Morschauser, 
29 TC No. 78. 


Distribution of installment obligations 
by trust accelerates tax. ‘Taxpayer-trust 
and others had conveyed property to a 
new corporation for stock and _ install- 
ment notes in, the court finds, a taxable 
transaction. The trust reported the gain 
on the sale on the installment method. 
At issue here is the question whether 
the subsequent distribution by the trust 
of the 
beneficiaries is a 
under the Code, makes the deferred gain 
taxable to the trust then. The court 
holds it is. Shannon, 29 TC No. 80. 


installment notes to the trust 


disposition which, 


Life tenant not liable for capital gains. 
Taxpayers had a life tenancy in an 
estate with powers to invade the corpus. 
Some of the property was sold at a gain 
and they paid the capital gains tax, but 
The court holds 
As life tenants 
only they are not liable for the tax and 


now sue for refund. 


they are entitled to it. 


the court refuses to find that they were 
trustees for remaindermen. The 
follows Cooke, 228 F.2d 667. de 
champs, DC Calif., 2/26/58. 


court 
Bon- 


Fiduciary may deduct real estate taxes 
on non-probate property. An executor 
or administrator may deduct real estate 
taxes paid by the estate on real property 
not subject to administration if (1) taxes 
were a charge against the real estate at 
the date of the decedent’s death and (2) 
under local law he is required to make 
such payments. However, if he is not 
required to pay these taxes, but does so, 
then the payments are deductible if they 
are made on behalf of an income bene- 
ficiary. Rev. Rul. 58-69. 
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NOW AVAILABLE: 


“How to Handle 
Travel, Entertainment 
Expenses to Assure 
Tax Deductions” 


. a new 68-page monograph which 
gives you the best comment on this 
troublesome subject which has ap- 
peared in recent months in The Journal 
of Taxation. This is No. 5 in the series 
“Practitioner's Guide to Current Tax 
Problems.” 


HERE’S WHAT YOU GET: 
The current situation 


1. Technical rules underlying cur- 
rent expense furor over deducti- 
bility of T G E expenses. 


2. Action on the expense account 
front: the IRS attack and the 
taxpayer’s defenses. 


3. Handling travel, entertainment 
expenses for proprietor, partner, 
employee. 


Methods of accounting 


1.__Techniques for insuring deducti- 
bility of travel and entertain- 
ment expenses. 


2. When personal business ex- 
penses may be deducted from 
adjusted gross income. 


3. Executive expense accounts and 
benefits: a problem in manage- 
ment and morality. 


The Sutter rule 


1. Where do we stand on enter- 
tainment expenses since Sutter's 
decisions? 


2. Lawyer’s club expenses dis- 
allowed: Sutter rule invoked; 
how much for client? 


Travel away from home 


1. Pitfalls for the taxpayer trying 
to claim traveling expenses 
“away from home.” 


2. Home is the major post of duty; 
the Chandler case and Rev. Rul. 
55-604. 


3. Year-long construction jobs are 
indefinite; away-from-home ex- | 
penses not allowed. 
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New decision revives confusion on foreign 


tax credit when tax base differs 


beng IT IS FAIR TO STATE that the 
general objective of the foreign tax 
credit provision is the mitigation of the 
effects of double taxation. However, it 
is well recognized that the limitation on 
the foreign tax credit imposed by Sec- 
tion 904 could produce erratic results by 
fact that the 
namely, 


reason of the factors in 


that formula, taxable income 
from sources within the foreign country, 
and total taxable income, are computed 


in accordance with United States prin- 


ciples. Thus, if a taxpayer is taxed in 
a foreign country with respect to an 
item of income which under United 
States law is not from sources within 
that country, there will be no foreign 
tax credit (assuming he has no other 
foreign income), even though there is 
double taxation. Similarly, if a tax- 
payer has two classes of income from 


sources within a foreign country, only 
one of which is taxed in that country, a 
foreign tax credit will be allowable for 
the taxes so paid, even though the in- 
come taxed in the foreign country is 
exempt from United States tax and the 
income taxed in the United States is ex- 
empt from tax in the foreign country. 

A recent Federated 
Mutual Implement and Hardware In- 
TC No. 50 (sum- 
marized 8 JTAX 121), while it does not 
introduce any change in the law, 
as a basis for a resurrection 


Tax Court case, 
surance Company, 29 


may 
well serve 
of the question of whether the limita- 
tion on the foreign tax credit can be 
enlarged to preclude a credit in cases in 
which there is no double 
same income. 

Under a literal reading of the statute 
it appears to be unquestionable that a 
credit is allowable for foreign tax paid 


taxation of the 


even though some income taxed here is 
exempt abroad and other income taxed 
abroad is exempt here. Indeed this prin- 


ciple does not appear ever to have been 
questioned in cases in which income 
from foreign sources is taxed here, but for 
some reason is not taxed abroad. Thus 
income which is taxable under our law 
and which is from foreign sources is in- 
cludible in the numerator of the limit- 
ing fraction, whether or not actually 
taxed in the foreign country. [GCM 
22556, 1941-1 Cum. Bull. 310.] However, 
the Commissioner has, at various times 
in the past, contended that no credit 
should be allowed for foreign taxes paid 
with income which is 
taxed in the United States. 

In Hubbard (17 Fed. Supp. 93 (Ct. Cl. 
1936), cert. den., 300 U.S. 666), the Com- 
missioner contended that a tax credit 
should not be allowed with respect to 
the portion of the foreign tax attribut- 
able to from foreign 
sources which was exempt from tax in 
the United States. The court sustained 
the Commissioner on the ground that 
the statute did not contemplate a credit 
for foreign the absence of 
Following this decis- 
Commissioner ruled that the 
foreign tax with respect to long-term 
capital gain fully taxed 
abroad is eligible for the credit only to 
the extent that it related to the portion 
of such gain taken in account for United 
States purposes. (GCM 21432, 1939-2 
Cum. Bull. 234.) 

The Commissioner’s attempt to press 
this principle met its first setback in the 
leading cases of J. B. Dexter, (47 BTA 
1948-2 Cum. Bull. 1) and Hel- 
Nell, 139 F.2d 865. The Board 
of Tax Appeal’s decisions in the Dexter 
and Nell at first non-ac- 
quiesced by the Commissioner. (1942-2 
Cum. Bull. 24.) However, following the 
afirmance of the Board of Tax Appeals 
by the 4th Circuit in the Nell case, the 


respect to not 


earned income 


taxes in 
double taxation. 
ion, the 


which was 


285 acq. 
vering v. 


cases were 


Commissioner receded from his position 
and ruled that his contention, although 
reasonable and consonant with the pur. 
pose of the statute was, nevertheless, not 
supported by the statutory language, 
(GCM 25723, 1948-2 Cum. Bull. 131). 

In the Tax Court case of L. Helena 
Wilson (7 TC 1469), the court denied 
the right of a taxpayer to claim credit 
for a foreign tax which purported to 
tax a legacy as income. Although the 
court reached its decision on the grounds 
that the tax was not an income tax, it 
cited the Hubbard case with apparent 
approval. 

In 1949, the Commissioner, apparent. 
ly in the belief that he had conceded too 
much in GCM 25723, again changed his 
mind. He withdrew his acquiescence in 
the Nell case and reasserted the position 
he had taken earlier in Hubbard. (GCM 
26062, 1949-2 Cum. Bull. 110). 

This time, however, the Commis. 
sioner was limiting his position to a 
much narrower area. Although with- 
drawing his acquiescence in the Nell 
case, he continued to acquiesce in the 
Dexter case. The Nell case dealt with 
foreign income which was exempt from 
United States tax, whereas the Dexter 
case dealt with long-term capital gain 
fully taken into account for foreign tax 
purposes, but only partially taxed here. 

Relying on the Tax Court’s apparent 
approval of the Hubbard case in its de- 
cision in the Wilson case, the Commis 
sioner attempted to draw a fine distinc 
tion between the Dexter and Nell cases 
on the grounds that the former case in- 
volved double taxation since the 
item was taxed in 


same 
countries, al 
though the amount of the tax base was 
not the same, whereas in the latter case 
there taxation at all since 
the United States did not tax the item 
of income taxed by the foreign country. 
The Tax Court apparently did not in- 
tend to create such a distinction, for 
when the Commissioner placed his posi- 
tion before the Tax Court in the case 
of James H. Brace (11 TCM 906), ina 
case involving excludible earned income, 
the court rejected the contention with 
the statement “Respondent’s attempt to 
revive an extinct quesion must . . . pro 
duce nothing but futility.” (p. 907) 
The Commissioner then gave further 
proof of his flexibility by again chang- 
ing his position and by reinstating GCM 
25723 (supra). (Rev. Rul. 54-15, 19541 


two 


was no double 


Cum. Bull. 129.) The official position of 
the Commissioner now is that in com 
puting the foreign tax credit he will not 
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attempt to impose any limitations other 
than those imposed by the statute. 

Federated Mutual Implement 
Hardware Insurance Company, it will be 


and 


recalled, involved a United States insur- 
nce company doing business in Can- 
ida which was taxed in Canada on net 
premiums from insurance written in 
Canada, but taxed in the United States 
The 
wxpayer argued that, in computing the 


nly on net investment income. 
foreign tax credit for Canadian income 
tax, it was entitled to use as the numer- 
itor of the limiting fraction provided 
for in Section 904 the income actually 
axed in Canada. The Commissioner, on 
that that 


numerator should be the taxpayer's in- 


the other hand, contended 
yestment income from Canadian sources. 
The court, in holding for the Commis- 
soner, apparently reached the correct 
result. However, because of an unfortun- 
ate dictum, the court may have impart- 
ed some impetus to the resurrection of 
an ancient problem. 

After 
court made the following statement: 


announcing its decision, the 
“In doing so, we are again mindful 
of our decision in L. Helena Wilson, (7 
IC 1469). It might be argued upon the 
basis of that case that petitioner would 
latter 
four years because during those years 


be entitled to no credit for the 
there was no double taxation of the same 
income. Because respondent has, never- 
theless, stipulated certain credits for 
those years, we assume the Commission- 
er does not seriously contend that the 
credit for 


petitioner is entitled to no 


those years on the theory that there was 
no double taxation of the same income, 


athough in Canada the only income 
taxed was net premiums, while in the 
United States the only income 


taxed was investment income.” 

The Commissioner clearly adhered to 
his announced position in the Federated 
Mutual Implement and Hardware In- 
surance Company case since he stipu- 
lated that the numerator of the limiting 
fraction was the taxpayer’s Canadian 
the 
foreign tax was paid with respect to net 


investment income, even though 
premiums, an item not included in the 
United States tax base. However, in view 
of the prior vacillation on this issue by 
the dictum of the 
court in the Federated Mutual Imple- 


ment and Hardware Insurance Company 


the Commissioner, 


case is disturbing. It seems that, in view 
of the past history on this question, the 
court should have been particularly care- 
ful not to inject any confusion. 


The Wilson case clearly involved the 
question of whether the tax for which 
credit was sought constituted an income 
tax and therefore has nothing to do 
with the question under discussion. The 
Tax Court and its predecessor, the Board 
of Tax Appeals, had never espoused the 
Commissioner’s restrictive views. Conse- 
quently, the reference to the Wilson 
case as possibly supporting the position 
that the taxpayer may not be entitled 
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to any tax credit in the Federated Mu- 
tual Implement and Hardware Insur- 
ance Company case clearly appears to be 
the result of confusion on the part of 
the court. 

We can only hope that this dictum 
will not lead the Commissioner to be- 
lieve that there is a change in the 
judicial climate which warrants his re- 
assertion of a position which has been 
consistently rebuffed in the past. w 


Final regulations on “substance of sale” 


show IRS shift on foreign sales 


_ Is THE significance of the 
changes between the final regula- 
tions and the proposed regulations re- 
lating to the place of sale in determin- 
ing the source of income? We reported 
here in March (8 JTAX 3, 172) some 
the National Foreign 
Trade Convention recently to the effect 
that the final regulations had some de- 


comments from 


fects not in the proposed ones and that 
inclusion in the final regulations of the 
“sustance of the sale” rule for tax-avoid- 
ance cases was regretted. This evoked a 
note from James McCarthy, Tax Coun- 
sel for General Electric Company, who 
wrote us that, the final 
regulations were actually an improve- 
ment over the proposed and that the 


as he sees it, 


Treasury deserves commendation for the 
changes. 
“The proposed regulations,” Mr. Mc- 


Carthy says, ‘did contain the ‘substance 
of the sale’ rule; furthermore they stated 
that this rule would ‘ordinarily’ apply. 
“This defect in the proposed regula- 
tions can best be understood by refer- 
ence to the history behind them. From 
1916 until 1930, the IRS followed the 
rule that the place of title passage de- 
termined the source of income derived 
from selling personal property. In 1930, 
the Service adopted a different rule: 
‘The essential character of the transac- 
tion—the contract of sale—is the decisive 
factor in determining the place of sale 
for the the 
source of income,’ and ‘for the purpose 


purpose of determining 
of determining the place of sale as far 
as this is decisive of the source of in- 
come, “the substance of the sale is the 
agreement to sell’’’”’ [italics supplied]. 
(GCM 8594, 1930-2 CB 354, 358.) 

For the next 17 years, says Mr. Mc- 
Carthy, the IRS attempted to apply that 
rule, but the Board of Tax Appeals and 


the courts refused to follow it and ad- 
hered to the title-passage rule. See East 
Coast Oil Company, S.A., 31 BTA 558, 
aff'd. 85 F.2d 322 (CA 5, 1936), cert. den. 
299 U.S. 608; Ronrico Corporation, 44 
BTA 1130; and Exolon Company, 45 
BTA 844. Finally in 1947 the Service 
issued G.C.M. 25131, 1947-2 CB 85, which 
again adopted the title-passage rule as the 
general rule, but provided that, in tax 


avoidance cases, “all factors of the 
transaction, such as negotiations, the 
execution of the agreement, the loca- 


tion of the property, and the place of 
will be and the 
sale will be treated as having been con- 


payment, considered, 
summated at the place where the sub- 
stance of the sale occurred.” 

Note in different 
meanings ascribed to the term “substance 
of the sale.” 


passing the two 
In the 1930 ruling it was 
the agreement to sell; in the 1947 ruling 
the agreement to sell was only one factor 
to be considered. It is doubtful whether 
the term has any precise meaning, but 
it is clear that both of the above quota- 
tions stated a rule different from the 
title-passage rule. 

Nine years later came the proposed 
regulations, which read: 

“Section 1.861-7(c). Country in which 
sold. For the purposes of section 861 to 
864, inclusive, sale of personal property 
shall be deemed to have occurred at the 
time when, and the place where, the 
rights, title, and interests of the seller in 
the 
buyer. Generally, the time and place of 


property are transferred to the 
the transfer depend upon the intention 
of the parties. For the purpose of ascer- 
taining 
shall be given to all of the circumstances 


this intention, consideration 
of the sale, including the terms of the 
contract, the usages of the trade, and the 


conduct of the parties. Ordinarily, the 
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sale shall be deemed to have been con- 
summated at the place where the sub- 
stance of the sale occurred. Where bare 
legal title is retained by the seller, the 
sale shall be deemed to have occurred 
at the time and place of passage to the 
buyer of beneficial ownership.” 

This said that (1) the sale shall be 
deemed to occur at the place where title 
and (2) 
deemed to have been consum- 


passes, “Ordinarily, the sale 
shall be 
mated at the place where the substance 
of the sale occurred.” The two-fold de- 
fect of the proposed regulations is now 
plain: first, it stated both the title-pas- 
sage rule and the substance-of-sale rule 
as if they were not two different rules, 
and second, it stated that the substance- 
of-sale rule will “ordinarily” apply. The 
latter would have been an unintended 
repudiation of the 1947 ruling and the 
court cases, which state that “ordinarily” 
the title-passage rule applies and that the 
substance-of-sale rule is the exception. 

In correcting these defects, the Treas- 
ury first deleted from the proposed regu- 
lations the second and third sentences, 
which were simply a restatement of the 
law of sales and therefore unnecessary, 
and then demoted the “substance of the 
sale” rule to the subordinate position it 
has held since 1947. 

Although I sympathize with an ideal- 
the 


tax-avoidance 


inclusion in 
the 


istic aversion to the 
final 


exception 


regulations of 


which is dependent upon 
the motives of the taxpayer, there is no 
evidence that the Commissioner has ap- 
plied it arbitrarily since he announced 
it in 1947. In any event, Section 1.861- 


4(C) 
the dignity of a regulation, which should 


finally gives the title-passage rule 


effectively foreclose the possibility that 
the ancient controversy will ever be re- 
opened. In my opinion, therefore, it 
represents an improvement over both 
GCM 25131 and the proposed regula- 
tions. 


New decisions 





Nonresident alien trading through at- 
torneys-in-fact not “engaged” in trade or 
business [Acquiescence]. A nonresident 
alien who is engaged in trade or busi- 
ness within the U. S. is taxable on U. S. 
income. 
that 


However, the Code provides 


“trade or business” does not in- 
clude transactions through a resident 
broker in Tax- 
payer, a nonresident alien with assets of 


over $2 million in the U. S., executed 


marketable securities. 


May 1958 


a power of attorney to two New York 
lawyers. During the taxable year they 
purchased and sold securities and made 
one sale of commodity futures on behalf 
of taxpayer. The lawyers also acted as 
officers and directors of taxpayer’s two 
U. S. corporations which owned citrus 
groves in Florida. The court concludes 
taxpayer’s activities in connection with 
the citrus groves did not amount to busi- 
ness here; the securities transactions were 
specifically exempt. Accordingly, capital 
gains on his security and commodity 
transactions were not subject to U. S. 
tax. Newman de Vegvar, 28 TC 1055, 
acq., 1958-7. 


“Contested tax” doctrine not applicable 
to credit for foreign taxes. A foreign 
tax is to be accrued for the purpose 
of the foreign tax credit even though 
liability therefor is disputed and can- 
not be reasonably fixed in the year in 
which the foreign tax is due. The ‘“‘con- 
tested tax’’ doctrine (which denies an 
accrual-basis taxpayer a deduction for a 
contested tax liability) does not apply in 
such cases since the purpose of the credit 
the 
sources 


taxation on 
foreign 
when earned. The accrual, however, can- 


is to avoid double 


specific income from 
not be made until the contested liability 
is finally determined. At that time it will 
relate back to the taxable year for which 
the foreign tax is in dispute. This ruling 
will not be given retroactive effect ad- 
verse to taxpayers for taxable years end- 
ing prior to February 24, 1958. Rev. Rul. 


58-55. 


Winner’s purse received here by French 
racing stable tax exempt by treaty. A 
non-resident alien individual who op- 
erates a racing stable in France and 
enters a horse in a U. S. race is con- 
sidered as engaged in a business within 
the U. S. Winnings would be subject to 
tax unless exempt by treaty provisions. 
Art. 3 of the U. S.-French treaty does 
exempt such winnings as commercial 
profits of a “French enterprise” not al- 
locable to any permanent establishment 


in the U. S. Rev. Rul. 58-63. 


Dividends, interest, not business income 
to qualify for WHTC deduction. An 
affliated group may file a consolidated 
return and any Western Hemisphere 
Trade Corporation included may be al- 
lowed the special deduction. However, 
those members of the group which oper- 
ate in the Western Hemisphere outside 
the U. S., but have gross income from 


dividends, interest, and capital gains 
only, are not Western Hemisphere Trade 
Corporations. Income of this type is not 
from trade or business, a necessity for 
qualification. In computing the limita. 
tion on the foreign tax credit, computed 
in terms of tax on income from sources 
within and without the U. S., the income 
of each WHTC should be allocated to 
sources within and without the U. §, 
and expenses and deductions (including 
the special WHTC deduction) properly 
allocated. Rev. Rul. 58-56. 


Aliens not required to get certificate 
of compliance when passing through 
U. S. An alien who is in transit through 
the U. S., stays less than five days, and 
has no taxable income need not get a 
certificate of compliance. Rev. Rul., 58-7. 





New decisions involving 
exempt institutions 








Religious community engaged in com. 
merce not charitable. Certain religious 
communities, run on a communal basis, 
engage in such commercial enterprises 
Profits 
from these activities, as well as contribu- 


as farming and manufacture. 
tions, are placed in a common treasury, 
from which funds are withdrawn for the 
support of the members and their fam- 
ilies. The Service rules that contributions 
to or for the use of a communal religious 
organization, which engages as well in 
the operation of a commercial enter- 
prise, the proceeds of which must neces- 
sarily inure to the benefit of its members, 
is not deductible as a charitable bequest 
or contribution under the estate or gift 
sections of the Code. Rev. Rul. 57-574. 


Contributions to individual publisher of 
church directory nondeductible. No de- 
duction is allowed for contributions to 
an individual to finance the publication 
and free distribution of a church direc 
tory to local hotels, motels, and tourist 
homes because the donee is not a corpo- 
ration, trust, or foundation. Rev. Rul. 


57-525. 


Contribution to bank library not de- 
deductible. A 
library open to the general public, but 
maintained by a banking institution on 
its own premises, is not deductible as a 
charitable contribution. Despite the in- 
tended use of the contribution, it does 
not qualify unless the recipient meets 
the statutory tests. Rev. Rul. 57-600. 


donation of books to a 
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NEW DEVELOPMENTS IN 


raud & negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 


Omissions from income fraudulent. Tax- 
payer's net worth statement revealed a 
uubstantial increase in his asset position 
which greatly exceeded the total gross 
income reported. It was shown that he 
obtained funds from a controlled corpo- 
ration through the use of fictitious in- 
yoices issued in the names of non-exist- 
ing companies covering materials, serv- 
ices, and expenses that likewise were 
fictitious. The court upholds the Com- 
missioner’s assessments on the basis of 
unreported income, and charges tax- 
payer with a fraudulent intent to evade 
tax. James, TCM 1957-198. 

Conviction for evading tax on black 
market sugar upheld. The three who 
appeal from their conviction of evasion 
of income tax on the profits realized by 
dealing in black market sugar during the 
war are Giglio and Livorsi, the princi- 
pals, and Lawn, an attorney, who was an 
employee of many of their enterprises. 
Lawn had been the chief of the Criminal 
Division of the New Jersey United States 
Attorney's office. The main point at issue 
was whether it was error for the lower 
court to deny their request that the 
records of the indicating Grand Jury be 
it had 
it had 


decided, a prior Grand Jury obtained 


examined to see whether used 


certain documents which, been 
in violation of their rights—the viola- 
tion being that Lawn and another em- 
ployee were directed to bring corporate 
and 


records to testify without being 


warned of their constitutional rights, 
though tax investigations were in 
progress and criminal proceedings had 
begun. The Supreme Court finds no 


error. Lawn, Sp Ct., 1/13/58. 


Klein’s conviction for conspiracy up- 
held; used multiple foreign corpora- 
tions Defendants 
used a syndicate of foreign and domestic 


[Certiorari denied]. 
corporations so that profits on sales of 
whiskey in the U. S. during World War 
II accumulated free of U. S. 
foreign corporation, which was subse- 


tax in a 


quently liquidated at a capital gain to 





the American stockholder. The district 
court held that the question of whether 
these corporations were sham or carried 
on some business activity involved a 
complex issue of law and was not for 
the jury to decide. It thereafter dis- 
missed four counts charging evasion. 
Where, however, certain payments made 
by one of the corporations were given 
inconsistent treatment by the corpora- 
tion and by the various defendants, the 
court finds a question for the jury on 
the existence or nonexistence of a con- 
spiracy to defraud the U. S. by impeding 
and obstructing the functions of the 
Treasury Department. The jury found 
The 
affirmed. While the conspiracy charge 


them guilty. Second Circuit 
was broadly stated, and the prosecution 
and the court carefully avoided adopting 
any one of the various theories of the 
nature of the payments, the difficulties 
arose at bottom out of the complexity 
of the facts, as deliberately arranged by 
the defendants. Of this, they cannot now 
complain. The judge’s charge to the 
jury was also, the Second Circuit stated, 
very skillful. “The fact 
simple and the judge succeeded in keep- 
the 
In summary 


ultimate was 
ing it from being concealed by 
multitudinous details 
we find that defendants had a rigorously 
fair trial. The 
amply justified. Here tremendous Ameri- 


convictions were 


can profits were skillfully concealed from 
the collector’s eyes until they were un- 
covered by this patient investigation and 
trial. The result should be salutary.” 
Klein, cert den., 1/13/58. 

Can’t suppress evidence under Fifth 
Amendment prior to indictment [Certi- 
orari denied]. Taxpayer alleged that the 
district attorney was about to ask for his 
indictment and he sought a court order 
books 
records, delivered to Special Agents after, 
the 
him he did not consider the case appro- 


to suppress evidence—his and 


he claimed, collector had assured 
priate for prosecution and that taxpayer 
turning over the 


Circuit reviewed 


would be safe in 


records. The Sixth 
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Tax fraud and negligence * 


cases in other circuits which have sup- 
pressed evidence in the preindictment 
stage when violation of the Fifth Amend- 
ment (self-incrimination) was involved. 
Rules of Criminal procedure allow sup- 
pression when the Fourth Amendment 
(unreasonable search) is involved. The 
Sixth Circuit concluded that if preindict- 
ment suppression should be allowed for 
the Fifth Amendment, it should come 
about by amendment of the rules— 
lest it be in 
error on this point, Sixth Circuit con- 
sidered the case on its merits. The dis- 
trict court had found as a fact that 
there was no misrepresentation or trick- 
ery and that the books were handed over 
voluntarily. The Sixth Circuit affirmed. 
Biggs, cert. den., 1/13/58. 


not decisions. However, 


Government can show alleged disclosure 
was part of “tax fix.” Taxpayers had 
been convicted of criminal tax evasion 
in connection with the failure of their 
corporation to report black market sales. 
However, the Court of Appeals had re- 
versed on the ground that it was im- 
proper to admit evidence made available 
by taxpayers relying on the Treasury 
policy (in force at that time) of not 
seeking criminal penalties if voluntary 
disclosure was made. Now the Govern- 
ment asks a new trial because it has evi- 
dence that there had been no disclosure 
the investigation was 
started and that the story of the earlier 
discussions with the Bureau of Internal 


prior to time 


Revenue was all part of an attempt to 
the The 
agrees and sends the case back to the 
trial. It 
based on a record 


“fix” case. Supreme Court 


district court for a new can- 
not make a decision 
on which there has been cast a grave 


suspicion that it is fraudulent. Three 
judges dissent. There have been many 
cases holding that a disclosure (a waiver 
of rights against self-incrimination) can- 
not be used as evidence if made under 
a promise of immunity. They think the 
Court should specifically consider the 
question whether this rule is abrogated 
if the suspect is not acting in good 
faith. Shotwell Mfg. Co., Sp. Ct., 12/ 
16/57. 


Returns signed for husband by wife 
start statute of limitations {Acquies- 
cence). Taxpayer, who had been a bus 
little 
began his own bus line. His wife (who 
divorced 1948) kept all the 
records (nothing more than single entry 
listings) and they were very inaccurate. 


driver and had had education, 


him in 








316 * The Journal of Taxation 


He filed for 1940; for 1941- 
1945 she prepared a separate return for 


no return 
him as the business operator and signed 
his name to it. The court finds that she 
had authority to sign his name and these 
returns started the statute of limitations 
1941-1945 since, 
fraud 


it finds, there was 
For 1940 the de- 
ficiency is proper, but only negligence 


for 
no involved. 
penalties, not fraud, are assessed. Judge 
Murdock dissents. He would follow the 
previous position of the Tax Court that 
the Regulation requiring a competent 
taxpayer to sign his own return is valid 
despite the recent decision by the Fifth 
Circuit (Miller 237 F.2d 830) that the 
Code permits signing by an authorized 
agent. The importance of forcing tax- 
payers to take responsibility for their 
returns is shown by cases like this where 
fraud is charged. In any event, he con- 
cludes this taxpayer was not so stupid 
as to be unaware of consistent understate- 
ment—his income as shown by the net 
worth computations totalled some $209 - 
000 over the five years and only $45,000 
was reported. Booner, 28 TC 817. Acq. 
on fraud issue only, IRB 1958-7. 


Jury upholds taxpayer's valuation and 
finds no negligence in it. Taxpayer re- 
ceived stock in a closely held corporation 
in payment of his brother’s note. The 
taxpayer stock at $52,425 
and so reported it on his return. The 
Commissioner valued the stock at $119,- 


valued the 


000 and assessed a negligence penalty 
for failure to report it at the $119,000 
value. The jury finds the stock worth 
$57,425 and finds taxpayer not negligent. 
Hamilton, DC Ala., 9/26/57. 


Reliance on accountant does not excuse 
failure to file estimated tax. Taxpayer 
relied on the advice of a public account- 
ant to the effect that he didn’t think that 
a declaration was necessary if taxpayer 
filed his return by January 15 of the 
following year, and that the government 
would probably not assess penalties for 
failure to file declaration. The 
court holds this reliance is not reason- 
for file and up- 
holds the penalty. The court doesn’t 
discuss the accountant’s qualifications; 
it notes that the advice was based, not 
on the statutory requirements, but the 
guess that no penalty would be asserted. 
Hickman, 29 TC No. 94. 


such 


able cause failure to 


Fraud not proved by showing only net 
worth increase and total tax paid. It was 
too late for the Commissioner to assess 
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tax for the years here in issue unless he 
could prove fraud. The Commissioner 
was able to compute taxpayer’s net-worth 
increase for these years and the taxpayer 
agreed it was correct. However, the IRS 
had already destroyed the returns for 
those years and could show only the net 
amount of tax paid. The majority held 
that the Commissioner had not 
the burden of proving fraud—there is 
no proof of the amount of income re- 
ported. Three judges dissent—the agreed 
net worth increase computation gives 


met 


enough data on expenses and deductions 
to make it clear that the tax reported 
was arrived at by fraudulently omitting 
income. Moreover the tax is on net in- 
come and the Commissioner meets the 
burden by showing a low net reported 
together with other facts of record (lack 
of books, etc.) which support the in- 
ference of fraud. Rubinstein, 29 TC No. 
93. 


Taxpayer can’t object to summons to 
third parties in re his taxes. The IRS 
issued summonses to certain individuals 
and corporations ordering them to pro- 
duce records of their transactions with 
taxpayer. Taxpayer sought to object to 
these summonses. The court holds that 
taxpayer cannot object. Only the person 
summoned can object to a summons. 
Albachten, DC Calif., 10/21/57. 


Commissioner’s answer must detail net- 
worth statements relied on to prove 
fraud. The Tax Court ordered the Com- 
missioner’s answer to taxpayer's petition 
stricken from the record for failing to 
give sufficient details of facts relied on 
by him to prove fraud. The deficiencies 
involved were barred unless they were 
fraudulent; consequently, the entire bur- 
den of proof was on the Commissioner. 
The Commissioner’s original answer 
merely repeated the figures in the de- 
ficiency notice and gave no explanation. 
Upon order, he submitted a very sum- 
mary net-worth statement. When he was 
ordered to supply more detail, he merely 
resubmitted the statement. The Tax 
Court ordered the amended answer 
stricken; it pointed out, for example, 
that increase in real estate must have 
represented specific parcels and that tax- 
payer is entitled to facts of this kind. 
The Commissioner argued that to give 
more detail would provide information 
the taxpayer could not otherwise obtain 
for use in a threatened criminal action. 
This court affirms the Tax Court action 
as being within its discretion and sup- 


ported by its rules requiring a full 
stipulation of facts. Licaroti, CA-6, 2) 
14/58. 


Contempt proceeding ordered to de. 
termine if records should be produced, 
The sole stockholder of a Panamanian 
corporation seeks to vacate an order 
compelling him to produce the corporate 
records. In support of his motion he 
presents an affidavit that the books are 
in the custody of the corporation’s presi. 
dent in Panama, who refuses to release 
them, and that this refusal is supported 
by Panamanian law. In this state of the 
record, the court is unable to determine 
the good faith of this affidavit and orders 
that the matter be brought up on con. 
tempt proceedings. Reicher, DC N. Y, 
2/25/58. 


Proof of likely source of unreported 
income not necessary to sustain net 
worth conviction. Taxpayer, a_ police. 
man, was convicted of criminal tax eva. 
sion without proof of a possible source 
for the unreported income. The First 
Circuit reversed on the grounds that 
Holland, 348 U.S. 121, required that the 
Government prove that there was a 
likely source of unreported income. The 
Supreme Court says that proof of a like- 
ly source is not necessary in every case. 
The Government need not prove a like- 
ly source if it can negate the possible 
sources of non-taxable income. Masser, 
Sp. Ct., 3/3/58. 


net worth determina 
tions upheld. In computing taxpayer's 
net worth, the Commissioner arrived at 


Commissioner’s 


the amount of loans due him from notes 
and trust deeds recorded by taxpayer in 
the county recorder’s office. This court 
holds this is sufficiently substantiated 
evidence to support the Tax Court’s net 
worth determination and fraud _penal- 
ties. Shaw, CA-6, 2/19/58. 


Doctor’s failure to report substantial in- 
come was fraud [Certiorari denied}. De- 
ceased taxpayer, a doctor, omitted over 
$47,000 of income for the year 1947 (he 
reported about $24,000). The executor 
argued that the error was due, not to in- 
tentional fraud, but to negligence of em- 
ployees in his office. The Sixth Circuit 
affirmed the Tax Court, holding that a 
doctor conducting an individual practice 
must have been aware of his income and 
that the gross understatement must have 
been apparent to him. Haskins Estate 
(Harber Ex’r), cert den., 3/3/58. 
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Effective tax procedures 


EDITED BY 


MARTIN M. 


Net worth method and fraud penalty 
The fraud penalty 
assessed against taxpayer for the years 
1942-1945. 
machinery 


sustained. was 

Taxpayer sold autos, boats, 
and engaged in other activi- 
ties including stock market operations. 
He kept no records except for some in- 
The 


held that the Commissioner was justi- 


voices and sales slips. Tax Court 
fed in using the net worth method and 
sustained the fraud penalty. Because of 
the finding of fraud, the statute of limi- 
tations had not run on any of the years 
1942-1945. 1946 1947 


was recomputed from taxpayer’s frag- 


For and income 
mentary records and only the negligence 
penalty was asserted and sustained. This 


court affirms. Lusk, CA-7, 10/14/57 


Acceptance of amended return permits 
mitigation of limitation on another 
laxpayer claim certain 
deductions in 1951 but 
1952 return. 


amended 1952 re- 


year. did not 


allowable did 


daim them on his Subse- 


quently he filed an 


turn, omitting these items,. and paid 
the tax. The IRS rules that the accept- 
ance of the amended 1952 return by 


the Commissioner is to be treated as a 


deficiency. Thus although 1951 is closed 


under the general rule, the inconsistent 
1951-1952 
under 
if a 
while 1952 is an open year. Rev. Rul. 
58-12. 


treatment can be corrected 


the mitigation-of-limitations rule 


statutory “determination” is made 


Mitigation of limitations applicable 
despite pyramiding of deductions. 


payer had been following the practice 


Tax- 


of deducting vacation pay in the year it 
paid though as an accrual basis tax- 
payer it ought to have accrued it in the 
prior year. In the year 1953 it deducted 
two items of vacation pay—that paid in 
1953 which properly accrued in 1952 and 
that properly accruable in 1953, pay- 
able in 1954. The IRS rules that because 
correction of the 1952 return to include 
the additional deduction of 1953 
crued vacation pay was not barred at 
the 1953 return was filed, 
mitigation of the statute of limitations 


ac- 


time the 


LORE, 11.8. 


CPA 





is permitted due to the inconsistent posi- 
tion taken on the 1953 return. The IRS 
notes that this will result in a pyramid- 
ing of two vacation pay deductions in 
1952 but holds that this result is re- 
quired by the statute. Rev. Rul. 58-24. 


Interest allowed on overassessment with- 
out offset against compromise liability. 
Mim. 1819 was an offer of settlement to 
all casualty insurance companies based 
on certain issues being litigated with the 
IRS. The offer of settlement was that 
the amount of tax under the IRS con- 
tentions as to these issues would be ac- 
cepted as both the tax deficiency and 
the interest thereon. T 
this offer. It overassessments 
for some of the years on other grounds. 
This court the overassessments 
bear interest to date of payment. 


“axpayer accepted 
also had 
holds 
There 
iv to be no offset on account of the com- 
that 
had no effect on the overassessments and 


promised deficiencies, settlement 


. Paul Fire and 
DC Minn., 1/6/58. 


the interest on them. St 
Marine Ins. Co., 
Conscientious objector can’t get declara- 
tory judgment of tax status. Taxpayer 
refused to half tax the 
ground he was conscientiously opposed 
to war and could not support that part 
of the Federal budget devoted to war 
The collected by 
distraint, and he brought this suit for a 
declaration of rights. the 
Federal Judgments Act 
specifically prohibits such actions in tax 


pay his on 


activities. tax was 


his Since 
Declaratory 


matters, the suit was properly dismissed. 
Mayer, CA-9, 1/15/58. 

Adding carryback not mere amendment; 
it is new untimely claim. Taxpayer filed 
timely claims for excess profits tax re- 
lief (Section 722) for 1943 and 1944 but 
made no reference to an unused excess 
profits tax credit carryback from 1945. 
It later amended its claim to request 
the carryback credit. The court holds the 
amendment ineffective, since it was filed 
after the statute of limitations applicable 
to the year of the unused credit had 
barred the claims. Royal Frocks, Inc., 


Effective tax procedure + $317 


29 TC No. 86. To the same effect, Dale 
Distributing Co., Inc., 29 TC No. 87. 


Costs exceeded sales; omissions neces- 
sarily over 25% of gross. Use of the 
net worth method to reconstruct the in- 
come of taxpayer, a nursery operator, 
whose books and records were destroyed 
prior to the examination, is sustained 
with some slight adjustments in the 
Commissioner’s computation. Although 
the notice of deficiency was dated after 
three years (but before five years) from 
the date of filing of the returns, it is 
held timely because the omitted gross 
income as computed on the net worth 
schedules exceeded 25% of the gross in- 
come stated on the returns, as the re- 
turns showed no gross income (taxpayer's 
cost of goods sold exceeded his sales). 
Bynum, TCM 1958-19. 


Lack of notice of jeopardy assessment 
no bar to Government counterclaim. 
Taxpayers overpaid their personal in- 
come taxes and are now suing for a re- 
fund. The counterclaims 
for a failure to pay withheld payroll 
taxes of their dissolved corporation. [Ap- 
parently 


Government 


taxpayer-husband conceded 
liability as an officer for the corporate 
payroll tax.—Ed.] The the 
Government to give taxpayers notice of 


failure of 


the jeopardy assessment against them is 


no bar to the counterclaim, as the 
statute of limitations has not run. 
Further, the court notes, suit may be 


begun without assessment at any time 
for taxes wilfully evaded and taxpayers 
here acted wilfully. John, DC Mo., 
12/30/57. 


Must include deductions in computing 
unreported gross in net worth case [Ac- 
quiescence]. The burden of proof is on 
the Commissioner to show that the five- 
year statute applies because unreported 
gross income was 25%, of reported gross. 
The court holds that when the Commis- 
sioner’s case is based on net worth com- 
putations he must show that the omitted 
net income did not arise from overstated 
deductions. Here if taxpayer’s claimed 
all improper. the 25° 
test would not be met and in the ab- 
sence of proof of their propriety by the 
Commissioner the court holds the year 
closed. Courtney, 28 TC 658, acq. IRB 
1957-49. 


expenses were 


Injunction to restrain collection of 
evaded taxes denied. Taxpayers correctly 
reported their 1947 income and deduc- 
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tions but claimed that they had made 
a $35,000 payment on account. They ac- 
tually made much smaller payments on 
account. Taxpayers signed waivers which 
extend the assessment period until 1955. 
In 1954 taxpayers were assessed the un- 
paid balance. Taxpayers’ request for in- 
junctive relief against the assessment is 
denied for three reasons: (1) the waivers 
of limitations on 
collection of the amount due as well as 


extended the statute 
any deficiency in the reported income; 
(2) there is no statute of limitations for 
tax fraud; (3) taxpayers have not shown 
that this constitutes a special-circum- 
stances case so as to permit an injunc- 
tion against the collection of 
Goldsmith, DC N. Y., 1/2/58. 


taxes. 


Tax Court has no jurisdiction over year 
not in deficiency notice. For lack of 
jurisdiction, the Tax Court refuses to 
refund of 1948 
tax overpayment; the deficiency notice 
covered only the years 1950 and 1951. 
Barnhart, TCM 1958-11. 


consider a claim for 


Title properly set aside as fraudulently 
conveyed though no transferee assess- 
ment was made [Certiorari denied]. The 
district court found that transfer of title 
to certain real estate to taxpayer-wife 
was a fraudulent conveyance, in that it 
rendered taxpayer-husband insolvent 
and unable to pay tax deficiencies and 
fraud penalties. The wife argued that 
this was improper because the tax had 
never been assessed against her as trans- 
feree. The Eighth Circuit held that the 
lower court action was proper. It is true 
that the tax could not be collected from 
her as transferee without proper assess- 
ment, but such an assessment is not 
necessary when the action taken by the 
Commissioner is the recovery of property 
fraudulently conveyed, not collection of 
tax. Payne, cert. den. 1/13/58. 

Taxpayer cannot refuse to pay taxes 
because revenue used for war purposes. 
‘Taxpayer sued for a refund of two-thirds 
of his 1949 this 


portion of the federal revenue had been 


income taxes because 
appropriated by Congress for the pre- 
paration and the waging of aggressive 
war. The district court granted the gov- 
ernment’s motion for judgment on the 
pleading on the grounds that it does not 
have the authority to review the foreign 
policy or military program of the gov- 
ernment. Congress has the right to levy 
taxes and to appropriate revenues for 
the common defense and general welfare 
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of the country, and to provide for and 
maintain an army and navy. The courts 
have no power of review in these areas. 
This court affirms. Farmer, CA-6, 2/12/ 
58. 


Short business and pleasure trips from 
district don’t toll statute. The six-year 
statute of limitations on criminal prose- 
cutions would bar this proceeding un- 
less the time was extended by 137 days 
taxpayers were outside the judicial dis- 
trict on business and pleasure trips (the 
longest was for 27 days). The court re- 
views the conflicting and confusing case 
law on absence from the judicial district 
concludes that occasional and 
sporadic absences do not extend the 


and 


limitation period; the extension is allow- 
able only if the absences indicate flight 
from justice or substantially impair the 
enforcement functions of the govern- 
ment. Gross DC Nev., 1/31/58. 


Overpayment on joint return may be 
credited to individual tax liability. ‘Tax- 
payers overpaid their income tax liabil- 
ity when they filed their joint return. 
However, taxpayer-husband owed pay- 
roll taxes withheld but not paid to the 
Government. The sustains the 
Government's offset of the joint income 
tax Overpayment against the payroll tax 
liability of the husband. There was no 


court 


showing that the wife had any income. 
St. John, DC Mo., 12/30/57. 


Case remanded to Tax Court for second 
time. This is the second appeal of this 
case to the Fourth Circuit. Taxpayer, a 
physician, had not reported income from 
illegal operations. The 


income 


Commissioner 
the basis of 
morphine purchased and charged him 
with $192,000 for 1948 and $96,000 for 
1949. The Tax Court (TCM 1955-238) 
$115,000 and $55,000. 
On appeal, the Fourth Circuit vacated 


estimated his on 


reduced this to 


and remanded to find the facts on which 
this holding was based. The Tax Court 
judge who made the earlier decision hav- 
ing retired and neither the Commis- 
sioner nor the taxpayer filing new evi- 
dence, the Tax Court then repeated the 
finding of drugs purchased. Since this 
finding does not support the income de- 
termination of the Tax Court, the 
Fourth Circuit again remands for a new 
trial. MacCrowe Estate, CA-4, 2/12/58. 


Corporation must bring refund suit in 
state of incorporation. Taxpayer was 
incorporated in Delaware; however, its 


only place of business was in Nebraska, 
where its officers and records were and 
its returns were filed, and where it deal 
with the IRS. It brought this suit jy 
Nebraska for refund of tax. Reviewing 
the conflicting cases on the proper dis 
trict for corporate suit, and conceding 
the practical difficulty to the taxpayer, 
the court concludes that taxpayer must 
sue in Delaware. It has been 
established that a corporation's regi. 
dence for this purpose is the state of 


long 


incorporation and, despite holdings in 
some courts to the contrary, the cour 
finds that the somewhat ambiguous 
language of the Judicial Code makes the 
place of business a residence for venue 
purposes only when the corporation js 
a defendant, not when it is plaintiff, as 
it is here. Nebraska-Iowa Bridge Corpo- 
ration, DC Neb., 1/21/58. 


Deficiency notice proper though sent to 
wrong address. The deficiency notice 
was sent to taxpayer in Shanghai, China, 
its last known address. It had, however, 
left China did receive the 
notice. The court holds that taxpayer 
may not enjoin the collection of tax; it 
was given the statutory notice. The Code 
forbids the issuance of an injunction to 


and not 


restrain collection of tax with one ex- 
ception—collection may be restrained if 
the Commissioner fails to give taxpayer 
notice. Here the notice was given even 
though it was not received. Shanghai 
Realty Development Corp., DC D. C, 
1/29/58. 


Suit after part payment of assessment 
does not bar suit after payment of rest. 
Taxpayer paid part of additional assess- 
ments for 1943-1946 and brought suits 
for all years. [The court notes that the 
the 
whether the full payment of the assess 


government did not raise issue 
ment should have been required prior 
to suit.—Ed.| At issue was the validity 
of a family partnership. The district 
court’s decision was against taxpayer. He 
appealed all years, except 1945. The 
reason taxpayer did not appeal 1945 was 
that taxpayer was conceding some other 
issues for that year and claimed no net 
the 


appeal; he then paid the rest of the 


overpayment. Taxpayer won on 
1945 assessment and sued for its refund. 
The District Court held that, the year 
1945 having been litigated once, without 
appeal, the of res judicata 
prevented a collateral attack on the prior 
judgment by this suit. This Court re- 
verses. The issue in the first 


doctrine 


suit was 
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whether the payments made as of the 
date of the suit were an overpayment 
in 
which the question is whether the subse- 


f taxes. It is not a bar to this suit, 


quent payments are an overpayment of 
axes. Snyder, CA-9, 1/27/58. 

Statute of limitations no bar to assess- 
ment where inconsistent position taken. 
Taxpayer reported in his 1944 return 
$42,000 as royalties from publication of 
1 book which he treated as long-term 
capital gain. Actually, he received $12,- 
00 of this sum in 1944 and the balance 
in 1945. In 1948 taxpayer filed a refund 
laim on the ground that only $12,000, 
the amount actually received in 1944, 


was taxable that year. On the other 
hand, the Commissioner assessed a de- 
ficiency on the basis that the $42,000 


reported as received in 1944 was tax- 
ible as ordinary income. The Tax Covri 
this 
point although it agreed with taxpayer 


sustained the Commissioner on 


that only the $12,000 received was tax- 
ible in 1944. This decision was affirmed 
by the circuit court and became final on 
October 8, 1956, upon denial of tax- 


payer's petition for certiorari. Thus it 
that 1944 did 
$30,000 also excluded from tax- 


was determined not in- 


clude the 


payer’s 1945 return. In December 1956 
the Commissioner assessed a deficiency 
attempting to tax as 1945 income the 
$30,000 royalties received in 1945 which 
were not reported in that year. This 
assessment would be too late unless it 
came within the special rule covering in- 
consistent positions. The court holds it 
does. The position maintained by tax- 
payer in his 1944 refund claim, which 
was adopted in a final court determina- 
tion in 1956, was inconsistent with the 
position originally taken in filing his 
1945 return. Cory, 29 TC No. 96. 


Government merely filed claim in pro- 
bate court, but did not sue; suit now 
barred. The statute of limitations is six 
years for bringing a suit to collect taxes 
after assessment. The government’s only 
action during the six-year period was to 
file a proof of claim against the deceased 
taxpayer’s estate in the probate court. 
The jurisdiction of the probate court in 
Massachusetts is limited, and the only 
effect of the government's proof of claim 
was to put the executors on notice. A suit 
for the tax would have to be commenced 
in another court. The present suit to 
the 
was waiting 


barred 


collect is dismissed 


the 


as by 


Statute; government 
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Effective tax procedures + 


for a train that did not run.” Saxe, DC 
Mass., 1/24/58. 


Extending time to assess corporation ex- 
tends it for transferees. This court 
affirms the district court holding that 
the transfer of all a corporation’s assets, 
subject to its liabilities, to its stock- 
holders (who carried on the business as 
a partnership) rendered the corporation 
insolvent and therefore the stockholders 
are liable as transferees for prior-year 
corporate income taxes. Waivers, signed 
for the corporation, extending the time 
for assessment of tax, extend the time 
for asserting tax against the transferees, 
since the time for assessing the trans- 
ferees is, under the Code, one year after 
expiration of time for the taxpayer. 
Dardi, CA-9, 2/21/58. 


Can’t sue unless refund has been claimed 
from Commission. The IRC provides 
that no suit for refund shall be brought 
before six months from the date of fil- 
ing a refund claim with the Commis- 
sioner. The taxpayers here brought such 
a suit and the Court dismissed it without 
prejudice to their right to bring a new 
suit after the six months has expired. 
Handshoe, DC Md., 9/23/57. 
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Akin 265 Conroy 266, 286 
al 1a Mineral Copperhead Coal 269 
Land 267 Cory 319 
Albachten 316 Courtney 317 
All Americas Crestwood 
Trading Corp. 265 Publishing 293 
Allen 296 Culley 264, 275, 305 
Anchor 268 Dale 317 
Anderson, Clayton Daniels Buick 292 
& Ce 293 Dardi 319 
App: hian Davis 287 
Power 267 de Bonchamps B11 
Ashcraft 287 Denise Coal 305 
Bagley and Donovan 270 
Sewall 269 Dunk 299 
Barnhart 286, 318 Elkhorn Queen 268 
Beaston Estate 297 Ellis 299 
Beatrice Foods 281 Erburu 275 
Biggs 315 Erwin 288 
Birdart 269 Faber 288 
Booner 315 Faraco 269 
Boyd Estate 297 Farmer 318 
Bradford-Robinson Fasken 305 
Printing Co. 276 Fisher 287 
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Bronsther 274 Freedman 277 
Brooke Trust 296 Freeman 293 
Brooks Estate 297 Fuller-White 
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Campeau 266 Rubber Co. 293 
Capewell Estate 296 Georgia-Pacific 
Cardeza Estate 298 Corp. 277 
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Clark 269 Glick 287 
Claunch 288 Goldsmith 317 
Cloutier 275 Estate of 
Collins 267 Goldstein 305 
Gramm Estate 298 
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Electric Co. 266 =Miller 266, 268 
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McIntosh Estate 298 Sarkes Tarzian, 
McKee 281 ne. 270 
McMurtry 288 Saxe 319 


ISSUE 
Schaefer 277 Texas Mexican 
Shanghai Realty 318 Railway 268 
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CUMULATIVE INDEX TO CURRENT TAX LITERATUR: pcx: 


pyees, clear 
estimating 
Taxes19, Ja 


This is the first in what is to be a regular monthly publication of a 


cumulative index to the more significant current writing on practical 


Included 


Code sections, 


taxation. 


a subject index, 


index to cases, rulings, and 


and an author index. Future issues will contain also 


references to current books and pamphlets. 


ACCOUNTING 

accrual 

Subscriptions income when received says 
IRS, 8JTAX93, Feb58, lpp 

Prepaid expenses, cash basis taxpayers 


deductibility of specific, Ecke I R 5 
ArthurYoungJ No. 3, 1, Jan58, 4pp 

practice 

Fees for tax return preparation by 
public accountants, 8JTAX192, Mar58, 
pp 

Kintner rule, accounting partnerships 


will find difficulty in establishing quali- 
fied pension and profit sharing plans 


for partners under, Garcia L V 25 
CalCPA No. 3, 19, Feb58, 2pp 
Principles of accounting shouldn’t be 


changed by tax law; speech, Firmin 
P A 8JTAX49, Jan58, lpp 
ANNUITIES 
Hazards in private annuities, Nelson R 


E 8JTAX137, 
employee 
Charitable organization employee annui- 


Mar58 4pp 


ties; litigation, proposed legislation, 
8JTAX84, Feb58, 2pp 

AUDITS 

Preparer of return affects IRS audit, 
Harrington R C 8JTAX182, Marb58, 
lpp 

Tightening IRS procedures, suggested 
methods for, Surrey S S 8JTAX109, 


Feb58, 2pp. 

Selections of returns by IRS, for 
8JTAX85, Feb58, lpp 

BAD DEBTS 

Banks bad debts formula, digest of de- 
cisions and rulings in question and 
answer form, Bratter H 50Banking 
No. 8, 50, Feb58, 2pp 

BOOKS AND RECORDS 


What records should taxpayer keep and 
how long; practical advice, Balter H G 
8JTAX207, Apr58, 5pp 

Refusal to turn over books to IRS in tax 
fraud cases, advantages and disad- 
vantages, Balter H G 8JTAX130, Mar 
58, bpp 

CAPITAL ASSETS 


Endowment policies, Tax Court docket 
shows IRS disputes capital gains on 
sale of, 8JTAX187, Mar58, lpp 

mineral 

Future income, sale of; confusion in 
capital asset concept underlies con- 
troversy over, 43CornellLQ316, Winter 
58, 4pp 

CHARITABLE 


contributions 

Bargain sales and gifts of encumbered 
property to charities; critical analysis 
of rulings and cases, Palmer R C 
36Taxes40, Jan58, 9pp 

COLLECTION OF TAXES 

transferee liability 

Life insurance beneficiary, trend of 
presently conflicting cases on liability 
for decedent’s income taxes, Wil- 
liams B & Baer H 36Taxes89, Feb58, 
8pp 

CORPORATIONS 


accumulated earnings tax 
Pelton Steel case confuses 
of undistributed surplus, 


audit, 


whole area 
Sorden D 


8JTAX254, Apr58, 2pp 
capitalization 
Preferred, multi-class common, and 
stock warrants, tax advantages com- 
pared, Greene R L & Palmer J L 


8JTAX75, Feb58, 5pp 

closed 

Cash, how to get out of close corp.; a 
checklist. Greene R L & Hammett F 
W 8JTAX218, Apr58, 3pp 

Capital structure, practical review of 
tax considerations in initial planning 


for close corporation, Hea W 25Cal 
CPA No. 3, 32, Feb58, 10pp 

Stockholder-executive of closed corpo- 
ration, survey of employee benefits 
for, Mosher R G 8JTAX37, Jan58, 
Tipp 

reorganization 

Stock warrants, use of, in corporate re- 


organizations and acquisitions, Hobbet 
R D 8JTAX160, Mar58, 2pp 


Marketable securities, advocates taxing 


corporate reorganizations involving, 
Hellerstein J8JTAX163, Mar58, 1 pp 
thin 


Proposals on thin incorporation, stock 
attribution, by Mills Committee Ad- 
visory Group on Subchapter C, 8 
JTAX161, Mar58, 2pp 

DEDUCTIONS 

Advertising, utilities and IRS dispute 
deductibility of anti-public power, 8 
JTAX211, Apr58, 2pp 

Tax advice, regs under Sec 212 allow de- 
duction for, 8JTAX199, Apr 58, lpp 

Professionals, salesmen, and the _ re- 
tired, deduction problems of, Hem- 
mings A I 8JTAX81, Feb58, 4pp 

DEPENDENTS 

Rental value of home included in de- 
pendent support, 8JTAX198, Apr58, 
lpp 

DEPRECIATION 

salvage 

IRS attitudes on salvage and accelerated 
depreciation, a practical view, Romak 
T 8JTAX204, Apr58, 3pp 

Regulations on salvage value briefly dis- 
cussed by IRS engineer, Taynton M 36 
Taxes97, Feb58, 2pp 

EMPLOYEES 


benefit plans 

Widows of employees, payments to, com- 
prehensive survey of cases on, Groh R 
2011CPA No. 2, 34, Winter57-58, llpp 

ESTATES AND TRUSTS 


Distributions, taxing of : excerpts from 


speech, Bronston B E 37TrustB No. 
5, 54, Jan58, 4pp 

beneficiaries 

Allocation of principal and income, 


problems arising from recent tax law 
changes, Wurzel H 97 Trust&Es No. 
1, 29, Jan58, 4pp 

marital deduction 

Property, qualifying different types of, 
for marital deduction; comment on 
applicable Pennsylvania law, Aker J 
B 62DickLR111, Jan58, 24pp 

Drafting a marital deduction trust, in- 
troduction to; state bar tax section 


speech North J E 37NebLR281, Jan 
58, 9pp 

planning 

Disclaimers by widow; gift tax and 


estate planning, Bowe W J 8JTAX68, 
Feb58, 2pp 

Middle income estate planning, Icerman 
P F 8JTAX66, Feb58, 3pp 

Redemptions of stock, statutory; illus- 
trations of possible estate tax savings 
through, Bowe W J 50Banking No. 
8, 98, Feb58, 2pp 

Introduction to methods of estate tax re- 
duction, Plowden-Wardlaw T C 22 
AlbanyLR5, Jan58, 2lpp 

Family tax plans from Arthur Young 
files, White S E 97Trust&Es No. 
29, Jan58, 2pp 

short term 

Precautions to be observed in tax sav- 
ings through short term trusts Wood- 
ward E 8JTAX242, Apr58, 3pp 

EXEMPT 

income 

Mutuals should be allowed to distribute 
interest on municipals tax free, Mona- 
celli A H 36Taxes99, Feb58, 6pp 

EXPENSES 


accounts 
IRS attitudes towards expense accounts, 
8JTAX6, Jan58, 3pp 


repair 

Cases on repair v. capital expenses re- 
viewed; conclusion, distinction will re- 
main unclear, Cooke J B 13TaxLR231, 
Jan58, 12pp 


travel and entertainment 

Lawyer's own travel and entertainment 
expense deduction; a comprehensive 
analysis in dialogue form, Hobbet R D 
& Boerner R L 8JTAX194, Apr5d8, 


5pp 

Disallowance both ways of travel and 
entertainment expense; TC dockets 
case on it being income to employee 
and not deductible to employer Hayes 
J T 8JTAX187, Mar58, lpp 


New travel and entertainment expense 
rules developing, 8JTAX186, Mar58, 
.2pp 

Survey of travel, entertainment and 

other business expense deductions 

under Federal and Wis. law, Sam- 
mond F 81WisBB No. 1, 33, Feb58, 


7Tpp 

Proof of travel and entertainment ex- 
penses-practical, Hemmings A I 8 
JTAX2, Jan. 58, 4pp 

FEES 

Lawyers and CPAs, schedules of sug- 
gested fees in tax work; Wisc., Idaho, 
8JTAX236, Apr58, lpp 

FOREIGN 


business 

Income earned abroad, US should lower 
tax and permit deferral of, Jorgensen 
R R 8JTAX249, Apr58, lpp 

Doing business abroad, US tax treaty 
advantages, Carroll M B 8JTAX248, 
Apr58, 2pp 

Realty abroad as an estate tax shelter, 
8JTAX187, Mar58, lpp 

Proposed US tax similar to British OTC 
& Euromarket, Swanson H 36Taxes58, 
Jan58, 4pp 

corporation 

British Overseas Trade Corporation law 
outlined, 8JTAX174, Mar58, lpp 

holding company 

When to organize foreign holding com- 


panies, Brainerd A W 8sJTAX118, 
Feb58, 4pp 
income 


Place of sale under the foreign-source 
income regs, 8J TAX173, Mar58, lpp 
Incidental purchase; point of sale; new 
regulations, Turney C E 8JTAX172, 
Mar58, 3pp 

Overall picture of US taxation of for- 
eign income; suggested changes, 
Magill R & Schaab W C 13TaxLR115, 
Jan. 58, 2lpp 

shipping 

Refuge flags, tax advantages of ship- 
ping under, Baker R P 13TaxLR137, 
Jan58, 30pp 

taxes 

Tax evaders, 95% of those prosecuted 
convicted (England) 8JTAX249, Apr 
58, lpp 

Treaty benefits must be claimed to get 
foreign tax credit, 8JTAX44, Jan58, 
lpp 

FORMS 

Child care, new deduction form issued; 
reproduced 8JTAX199, Apr58, lpp 

Trust transactions, how to report typi- 
cal ones on Form 1041, Stevens W K 
8JTAX20, Jan58, 9pp 

FRAUD 

Concept of tax fraud gradually grow- 
ing, Avakian S S 8JTAX122, Feb58, 
lpp 

GIFTS 

Unreported gift situations, typical; State 
Bar Tax Section speech warning gen- 
eral lawyers about, Mason J C 37 Neb 
LR262, Jan58, 2ipp 


minors 

Custodian under uniform act is a 
trustee, accounting required, 8JTAX 
140, Mar58, 2pp 

INCOME 

illegal 

Survey of cases and policy issues on 


illegal income and unlawful expense, 
Kessling F M 5UCLA LR26, Jan58, 
2lpp 

state tax on 

Uniform law of multistate 
location, proposed, Cox F L 
Exec194, Jan58, 8pp. 

Florida taxation of out-of-state corpora- 
tions, survey, Tribble L H 10TaxExec 
155, Jan58, lpp 

Louisiana apportionment formula, 
of sales factor, Ward J F 
Exec.149, Jan58, 6pp 

Federally-based N. Y. personal income 
tax, problems forseen in, Miller P 13 
TaxLR183, Jan58, 26pp 


INSURANCE 


Buyout plans, insurance funded, safe if 
not hybrid cross-purchase and entity, 
Kehoe A R 8JTAX156, Mar58, 4pp 

Business-purchase agreements, life-in- 
surance funded; comprehensive, tax 
and non-tax problems, 71 HarvLR687, 
Feb58, 26pp 

Business-purchase agreement, outline of 
tax advantages of life insurance 

J S 21QueensBB106, 


income al- 
10Tax 


use 
10Tax 


funded, Fuchs 

Feb.58, 2pp 
Prunier case analysis and tax planning, 

Lawthers R J 8JTAX12, Jan58, 3pp 
Life insurance, use of in tax planning, 


emphasis on stock-redemption 


ments, _— D L 28NYcMsoNAL HOL 


Jan58, 13p 

Stockholders, of closely held corpo 
avoiding dividend treatment of } 
surance on, 33NYULR89, Janig 

Retrospective premium adjustme 
surance is written covering 
any risk; can be used to assy 
duction each year instead of y 
loss, Holzman R S 36Taxes49, 
5pp 

INTERNAL REVENUE SERVICE 


personnel 

IRS technical personnel, 
8JTAX256, Apr58, lpp 

practice 

Public accountants ask for limited 
exam cards for Treasury pa 
8JTAX250, Apr58, 4pp 

Proposed bills on practice befoy 
ministrative agencies; pro ani 
8JTAX56, Jan.58, 2pp 
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procedure 
Informer’s fee, IRS pays $68) 
AX234, Apr58, lpp 
Summons, constitutional and sty 
interpretation issues in faily 
obey court and IRS, 71Hary 
Feb58, 6pp 


INTERSTATE COMMERCE 


Stockham Valves case analyzed, pm’ 


CEDURE 


G 8JTAX30, Jan58, 2pp 

Constitutional issues in state taxa 
interstate business; scholarly a 
Hellerstein J R ss: scholarly au 
24pp 

JOINT TENANCY 

Gift tax problems on joint te 


fits and dan 
company, 
1, Feb58, 5 


INNING 
tnership hol 


method of 
bb A L 8d’ 
ration or 


fuencing ch 


wGE & H 
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state bar tax section speech, auj 
questions, Lamme W H 37NebLi 
Jan58, 6pp 

LEGISLATION 

1957 changes in IRC; brief expls 
of each, Dixon A 28NYCPA32, J 
3pp 

LIQUIDATIONS 

Bad debt reserves should not be, 
ary income in Sec 377 liquidatioy 
wrong, Breary R 8JTAX216 
38pp 

Corporate liquidation sections 
revised; Mills Advisory Group 
Bar differ 8JTAX220, Apr58, 4 

LOSSES 


carryback and carryover 

Proposed limit on loss carryoy 
Mills Committee Advisory Gro 
Subchapter C, 8JTAX146, Marii 

Adjustments to and use by 4 
of loss carryovers, Welsch G 
JTAX88, Feb58, 6pp 

Analysis of the Code and current 
on loss carryovers, Cuddihy 
8JTAX72, Feb58, 3pp 

Purchase and use of a loss corpot 
under the 1954 Code, speech, 6 
J W 36Taxes105, Feb58, 5pp 

Successor corporation’s loss car: 
analyzed, Eldridge D H 
Jan58, 4pp 

Coastal Oil and Lisbon Shops case 
not bar loss carryovers, Arent! 
8JTAX14, Jan58, 3pp 

Lisbon Shops carryover rule shoull 
be applied under 1954 Code, S 
N 13 TaxLR167, Jan58, 15pp 

hedging 

Capital losses in hedging transact 
Freeman H A 36Taxes110, Febii, 

NON-RESIDENT CITIZENS 

Outline of the income tax problen 
US citizens employed abroad, Wi 
stein A 283NYCPA40, Jan58, 10pp 

PARTNERS AND PARTNERSHIPS 

basis 

Proposed basis rules by Mills Comm 
Advisory Group on Subchapte 
8JTAX166, Mar58, 2pp 

Accounting records to develop part 
basis reports as well as conven 


partnership statements, Mothe 
BS 8JTAX112, Feb58, 5pp 
Negative basis; shares of income 





tributed property; distributions, 
other partnership problems under 
Code, Daniel J L 8JTAX82, J 
5pp 

records 

Appreciated partnership 
minimization in the sale of, 
son J B 8JTAX225, Apr58, spp 

PENSION PLANS 

Small companies, outline of three 
sion plans for, Swaim R S 8JTA 
Mar58, 2pp 

Public control of D ew: funds, p 
tion of, Berle A A 8JTAX9%, f 
2pp 
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ALEXANDER’S FEDERAL TAX HANDBOOK, edited by 
Robert M. Musselman, is the only complete one-volume ref- 
erence text on all Federal taxes including income, estate, gift, 
social security, withholding, excise and miscellaneous taxes. 

Even the iax expert with an extensive tax library will find 
this one-volume work a handy desk companion for the quick 
answer to the many problems that arise in daily practice. 

As one customer wrote, ““We have been advised that the 
current edition of this book is one of the very best available, 
and we would like to add a copy to our library.” 
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